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Notice to Readers
This Alert is intended to provide accountants and auditors of financial statements with an overview of recent accounting developments as a result of the
issuance of FASB Accounting Standard Update (ASU) No. 2014-09, Revenue
Recognition: Revenue from Contracts with Customers (Topic 606). The alert
outlines the provisions under the new framework for revenue recognition, illustrating differences from current standards, and also focuses on many of the
relevant auditing considerations applicable to revenue.
In reference to the section of this alert titled "Auditing Considerations," this
publication is an other auditing publication, as defined in AU-C section 200,
Overall Objectives of the Independent Auditor and the Conduct of an Audit in
Accordance With Generally Accepted Auditing Standards (AICPA, Professional
Standards). Other auditing publications have no authoritative status; however,
they may help the auditor understand and apply generally accepted auditing
standards.
In applying the auditing guidance included in an other auditing publication,
the auditor should, using professional judgment, assess the relevance and appropriateness of such guidance to the circumstances of the audit. The auditing
guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on
by a senior technical committee of the AICPA.
Recognition
The first section of this alert, "Accounting Considerations," was primarily developed by AICPA staff. The second section of this alert, "Auditing Considerations," was developed by a task force in association with AICPA staff.
The AICPA gratefully acknowledges the following task force members for their
contribution to the development and review of the second section of this alert.
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Feedback
As you encounter accounting, reporting, audit, or industry issues that you
believe warrant discussion in next year's alert, please feel free to share them
with us. Any other comments or feedback you have about the alert would also
be appreciated. You may email comments and feedback to service@aicpa.org.
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How This Alert Helps You
.01 Significant changes in the accounting requirements under U.S. GAAP
applicable to revenue recognition may affect how and when revenue is recognized on entities' financial statements. This alert can be used by audit firms
and entities' internal management to understand the new requirements surrounding revenue recognition and to address areas of audit concern as a result
of these changes.
.02 In addition to serving as a resource to understanding the accounting and financial reporting impact of the new requirements, this alert is an
important tool to help you identify the risks that may result in the material
misstatement of financial statements, including significant risks requiring special audit consideration. For developing audit and accounting issues that may
have a significant impact on the (insert name) industry in the near future, the
"On the Horizon" section provides information on these topics, including guidance that either has been issued but is not yet effective or is in a development
stage.
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. Auditors obtain audit evidence to draw reasonable
conclusions on which to base their opinion by performing the following:

r
r

Risk assessment procedures
Further audit procedures that comprise
— tests of controls, when required by generally accepted auditing standards (GAAS) or when the auditor has chosen
to do so
— substantive procedures that include tests of details and
substantive analytical procedures

.04 The auditor should develop an audit plan that includes, among other
things, the nature and extent of planned risk assessment procedures, as determined under AU-C section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards). AU-C section 315 defines risk assessment procedures as the audit procedures performed to obtain an understanding of the entity and its environment,
including the entity's internal control, to identify and assess the risks of material misstatement, whether due to fraud or error, at the financial statement
and relevant assertion levels. As part of obtaining the required understanding
of the entity and its environment, paragraph .12 of AU-C section 315 states that
the auditor should obtain an understanding of the industry, regulatory, and
other external factors, including the applicable financial reporting framework,
relevant to the entity. This alert assists the auditor with this aspect of the
risk assessment procedures and further expands the auditor's understanding
of other important considerations relevant to the audit.

Accounting Considerations
.05 In May 2014, the International Accounting Standards Board (IASB)
and FASB issued a joint accounting standard on revenue recognition to address a number of concerns surrounding the inconsistencies and complexities
in accounting for revenue transactions. The outcome of this newly issued joint
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standard is heavily based on an exposure draft (ED) that was jointly released
in 2011. The IASB and FASB (the boards) spent the better part of 2012 and
2013 redeliberating on the various nuances of the proposed standard based
on the 2011 ED before finalizing the standard. Consistent with each board's
policy, FASB issued the update in the form of FASB Accounting Standards Update (ASU) No. 2014-09, Revenue from Contracts with Customers (Topic 606),
and the IASB issued International Financial Reporting Standards (IFRS) 15,
Revenue from Contracts with Customers. FASB ASU No. 2014-09 amended the
FASB Accounting Standards Codification® (ASC) by creating Topic 606, Revenue from Contracts with Customers, and Subtopic 340-40, Other Assets and
Deferred Costs—Contracts with Customers. The guidance in this update supersedes revenue recognition requirements in FASB ASC 605, Revenue Recognition, along with most of the guidance under the 900 series of industry-specific
topics. IFRS 15 will replace International Accounting Standard (IAS) 11, Construction Contracts,, and IAS 18, Revenue.
.06 The recognition and measurement of revenue affects the accounting,
auditing, and financial reporting of almost every entity. Current revenue recognition rules are complex and rely on specific rules and guidance from FASB to
help users accurately record and report information related to revenue. When
FASB and the IASB began reviewing the accounting standards related to revenue, they determined that a new approach was needed to clarify the principles
for recognizing revenue and to develop a common revenue standard between
the two sets of standards. Specifically, FASB states that the objectives of the
new standard are to

r
r
r
r
r

remove inconsistencies and weaknesses in existing revenue requirements;
provide a more robust framework for addressing revenue issues;
improve comparability of revenue recognition practices across entities, industries, jurisdictions, and capital markets;
provide more useful information to users of financial statements
through improved disclosure requirements; and
simplify the preparation of financial statements by reducing the
number of requirements to which an entity must adhere.

.07 As part of the boards' efforts to converge U.S generally accepted
accounting principles (U.S. GAAP) and IFRS, the standard eliminates the
transaction- and industry-specific revenue recognition guidance under current
U.S. GAAP and replaces it with a principles-based approach for revenue recognition. The standard applies to any entity that either enters into contracts
with customers to transfer goods or services or enters into contracts for the
transfer of nonfinancial assets unless those contracts are within the scope of
other standards (for example, insurance contracts or lease contracts). Financial
instruments, guarantees (other than product or service warranties), and nonmonetary exchanges between entities in the same line of business to facilitate
sales to customers or potential customers are also scoped out.
.08 This alert is designed to be used by management and practitioners
to gain a better understanding of the new revenue recognition framework
and identify issues that may need to be addressed at implementation. The
alert summarizes FASB ASU No. 2014-09, explaining its core concepts and
highlighting key considerations to assist management and practitioners to
appropriately record revenue under the new framework. Where applicable, it
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also provides a comparison between existing guidance and future accounting
implications resulting from the issuance of FASB ASU No. 2014-09. Refer
to the Revenue Recognition page at www.aicpa.org/INTERESTAREAS/FRC/
ACCOUNTINGFINANCIALREPORTING/REVENUERECOGNITION/Pages/
RevenueRecognition.aspx for the AICPA Learning Implementation Plan to
understand how and when to prepare for the effects of the new revenue
recognition standard.

Authoritative Status and Effective Date
.09 The guidance in the new standard was originally effective for annual
reporting periods of public entities beginning on or after December 15, 2016,
including interim periods within that reporting period. Early application was
not permitted for public entities.1 For all other entities, the guidance in the
new standard was originally effective for annual reporting periods beginning
after December 15, 2017, and interim periods within annual periods beginning
after December 15, 2018.
.10 To allow entities additional time to implement systems, gather data,
and resolve implementation questions, FASB issued ASU No. 2015-14, Revenue
From Contracts with Customers—Deferral of the Effective Date, in August 2015,
to defer the effective date of FASB ASU No. 2014-09 for one year.
.11 Public business entities, certain not-for-profit entities, and certain
employee benefit plans would apply the guidance in FASB ASU No. 2014-09 to
annual reporting periods beginning after December 15, 2017, including interim
reporting periods within that reporting period. Earlier application would be
permitted only as of annual reporting periods beginning after December 15,
2016, including interim reporting periods within that reporting period.
.12 All other entities would apply the guidance in FASB ASU No. 2014-09
to annual reporting periods beginning after December 15, 2018, and interim
reporting periods within annual reporting periods beginning after December
15, 2019. Application would be permitted earlier only as of an annual reporting
period beginning after December 15, 2016, including interim reporting periods
within that reporting period, or an annual reporting period beginning after
December 15, 2016, and interim reporting periods within annual reporting
periods beginning one year after the annual reporting period in which an entity
first applies the guidance in FASB ASU No. 2014-09.
.13 The IASB issued an amendment to IFRS 15 deferring the effective
date by one year to 2018. The publication of the amendment, Effective Date of
IFRS 15, follows from the IASB's decision in July 2015 to defer the effective
date from January 1, 2017, to January 1, 2018, having considered the feedback
to its consultation. Companies applying IFRS continue to have the option to
apply the standard early.

1

A public entity is an entity that is any one of the following:
1.

A public business entity

2.

A not-for-profit entity that has issued, or is a conduit bond obligor for, securities that
are traded, listed, or quoted on an exchange or an over-the-counter market

3.

An employee benefit plan that files or furnishes financial statements to the SEC.
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Transitioning to the New Standard 2
.14 FASB allows entities two options when transitioning to the guidance
under the new standard. The first option is full retrospective application of the
new standard, which requires reflecting the cumulative effect of the change in
all contracts on the opening retained earnings of the earliest period presented
and adjusting the financial statements for each prior period presented to reflect
the effect of applying the new accounting standard. Retrospective application
would be applied to interim periods, as well as annual periods presented. The
entity may elect any of the following practical expedients:

r
r
r
r

For completed contracts, an entity does not need to restate contracts that begin and are completed within the same annual reporting period.
For completed contracts that have variable consideration, an entity may use the transaction price at the date the contract was
completed rather than estimating variable consideration amounts
in the comparative reporting periods.
For all reporting periods presented before the date of initial application, an entity does not need to disclose the amount of the
transaction price allocated to remaining performance obligations
and an explanation of when the entity expects to recognize that
amount as revenue.
For contracts that were modified before the beginning of the earliest reporting period, an entity does not need to retrospectively
restate the contract for those contract modifications in accordance
with paragraphs 12–13 of FASB ASC 606-10-25. Instead, an entity should reflect the aggregate effect of all modifications that
occur before the beginning of the earliest period presented when
—

identifying the satisfied and unsatisfied performance
obligations,

—

determining the transaction price, and

—

allocating the transaction price to the satisfied and unsatisfied performance obligations.

.15 As an alternative, entities may apply the amendments to the new
standard retrospectively with the cumulative effect of initially applying the
amendments recognized at the date of initial application. Under this transition
method, an entity should elect to apply this guidance retrospectively either to
all contracts at the date of initial application or only to contracts that are not
completed contracts at the date of initial application. An entity should disclose

2
FASB Accounting Standards Update (ASU) No. 2016-12, Revenue from Contracts with Customers (Topic 606): Narrow-Scope Improvements and Practical Expedients, provides a practical expedient that permits an entity to reflect the aggregate effect of all modifications that occur before the
beginning of the earliest period presented in accordance with Topic 606 when identifying the satisfied
and unsatisfied performance obligations, determining the transaction price, and allocating the transaction price to the satisfied and unsatisfied performance obligations; and clarifies that a completed
contract for purposes of transition is a contract for which all (or substantially all) of the revenue was
recognized under legacy generally accepted accounting principles (GAAP) before the date of initial
application. Accounting for elements of a contract that do not affect revenue under legacy GAAP are
irrelevant to the assessment of whether a contract is complete. In addition, the amendments in FASB
ASU No. 2016-12 permit an entity to apply the modified retrospective transition method either to all
contracts or only to contracts that are not completed contracts.

ARA-REV .14
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whether it has applied this guidance to all contracts at the date of initial
application or only to contracts that are not completed at the date of initial
application.
.16 When using this method, the entity should provide additional disclosures of the following in reporting periods that include the date of initial
application:

r
r

The amount by which each financial statement line item is affected in the current reporting period by the application of the
new standard as compared to the guidance that was in effect before the change
An explanation of the reasons for significant changes

.17 Both the full and modified retrospective application methods include
a direct effect of change in accounting principle. Indirect effects that would
have been recognized if newly adopted accounting principles had been followed
in prior periods would not be included in retrospective application. FASB ASC
250-10-45-8 defines direct effects of a change in accounting principle as "those
recognized changes in assets or liabilities necessary to effect a change in accounting principle." An example of a direct effect described in this section of
FASB ASC 250 is an adjustment to an inventory balance to effect a change in
inventory valuation method. Indirect effects are defined within FASB ASC 25010-20 as "any changes to current or future cash flows of an entity that result
from making a change in accounting principle that is applied retrospectively."
An example of an indirect change is a change in royalty payments based on a
reported amount such as revenue or net income.

Post-Standard Activity
.18 To assist with implementation of the new standard, FASB and the
IASB announced the formation of the Joint Transition Resource Group for
Revenue Recognition (TRG) in June 2014. The objective of this group is to
keep the boards informed of potential implementation issues that may arise
as entities implement the new guidance. Members of the TRG include financial statement preparers, auditors, and financial statement users representing
various industries, geographies, and public and private companies. Any stakeholder may submit a potential implementation issue for discussion at TRG
meetings, to be evaluated and prioritized for further discussion by each board.
.19 As of June 2016, the TRG held two meetings in 2014, four in 2015,
and one in April 2016. Two additional meetings have been scheduled for July
and November 2016. A submission tracker is available on the TRG website
at FASB.org that includes a listing of all revenue recognition implementation
issues submitted and the current status of these issues.
.20 In addition to advising the boards to defer the effective date, the
TRG informed the boards that technical corrections were needed to further
articulate the guidance in the standard. As a result, FASB has issued the
following accounting updates subsequent to FASB ASU No. 2014-09:

r
r

FASB ASU No. 2016-08, Revenue from Contracts with Customers
(Topic 606): Principal versus Agent Considerations
FASB ASU No. 2016-10, Revenue from Contracts with Customers
(Topic 606): Identifying Performance Obligations and Licensing
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FASB ASU No. 2016-12, Revenue from Contracts with Customers
(Topic 606): Narrow-Scope Improvements and Practical Expedients

Overview of FASB ASU No. 2014-09, Revenue from Contracts
with Customers
.21 The core principle of the revised revenue recognition standard is that
an entity should recognize revenue to depict the transfer of goods or services
to customers in an amount that reflects the consideration to which the entity
expects to be entitled in exchange for those goods or services.
.22 To recognize revenue under the new framework, FASB ASU No. 201409 states that an entity should follow these five steps:

r
r
r
r
r

Step 1—Identify the contract(s) with a customer.
Step 2—Identify the performance obligations in the contract.
Step 3—Determine the transaction price.
Step 4—Allocate the transaction price to the performance obligations in the contract.
Step 5—Recognize revenue when (or as) the entity satisfies a performance obligation.

.23 Under the new standard, revenue is recognized when a company satisfies a performance obligation by transferring a promised good or service to
a customer (which is when the customer obtains control of that good or service). As a result of the provisions of the new standard, some industries will
be affected more than others, depending on the types of contracts entered into.
In addition, revenue may in some cases be accelerated, and in other cases
deferred.
.24 The next section will discuss in detail each of the five steps listed
previously and incorporate comparisons of provisions from FASB ASU No.
2014-09 to existing guidance within FASB ASC 605 and other areas of the
current FASB ASC.

Understanding the Five-Step Process
Step 1: Identify the Contract(s) With a Customer
.25 FASB ASU No. 2014-09 defines a contract as "an agreement between
two or more parties that creates enforceable rights and obligations." Under
the new standard, a contract with a customer must meet all of the following
criteria:
a.
b.
c.
d.
e.

It has the approval and commitment of the parties.
Rights of the parties are identified.
Payment terms are identified.
The contract has commercial substance.
Collectibility of substantially all of the consideration is probable.

The Contract
.26 Enforceability of the rights and obligations in the contract is a matter
of law. Contracts can be written, oral, or implied by an entity's customary
business practices. The practices and processes for establishing contracts with

ARA-REV .21
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customers vary across legal jurisdictions, industries, and entities. Additionally,
they may vary within an entity (for example, they may depend on the class of
customer or the nature of the promised goods or services). An entity should
consider those practices and processes in determining when an agreement
with a customer creates enforceable rights and obligations of the entity.
.27 A contract does not exist if each party to the contract has the unilateral enforceable right to terminate a wholly unperformed contract without
compensating the other party (or parties). A contract is wholly unperformed if
both of the following criteria are met:
a. The entity has not yet transferred any promised goods or services
to the customer.
b. The entity has not yet received, and is not yet entitled to receive,
any consideration in exchange for promised goods or services.
.28 If a contract with a customer meets the criteria to be considered a
contract under the revenue recognition standard at contract inception, an entity
should not reassess those criteria unless there is an indication of a significant
change in facts and circumstances. If a contract with a customer does not meet
the criteria to be considered a contract under the revenue recognition standard,
an entity should continue to assess the contract to determine whether the
criteria are subsequently met.
.29 When a contract with a customer does not meet the criteria to be
considered a contract under the revenue recognition standard and an entity
receives consideration from the customer, the entity should recognize the consideration received as revenue only when one or more of the following events
have occurred:
a. The entity has no remaining obligations to transfer goods or services to the customer, and all, or substantially all, of the consideration promised by the customer has been received by the entity and
is nonrefundable.
b. The contract has been terminated, and the consideration received
from the customer is nonrefundable.
c. The entity has transferred control of the goods or services to which
the consideration that has been received relates, the entity has
stopped transferring goods or services to the customer (if applicable) and has no obligation under the contract to transfer additional
goods or services, and the consideration received from the customer
is nonrefundable.
.30 An entity should recognize the consideration received from the customer as a liability until one of the events in the preceding list occurs or until
the contract meets the criteria to be considered a contract with a customer
under the revenue recognition standard. Depending on the facts and circumstances relating to the contract, the liability recognized represents the entity's
obligation to either transfer goods or services in the future or refund the consideration received. In either case, the liability should be measured at the amount
of consideration received from the customer.
.31 As a practical expedient, the revenue recognition standard prescribes
accounting for an individual contract with a customer, but allows for application of the guidance to a portfolio of contracts (or performance obligations)
with similar characteristics, if the entity reasonably expects that the effects on
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the financial statements of applying this guidance to the portfolio would not
differ materially from applying this guidance to the individual contracts (or
performance obligations) within that portfolio.

Combination of Contracts
.32 An entity should combine two or more contracts entered into at or
near the same time with the same customer and account for the contracts as a
single contract if any of the following criteria are met:
a. The contracts are negotiated as a package with a single commercial
objective.
b. The amount of consideration to be paid in one contract depends on
the price or performance of the other contract.
c. The goods and services promised in the contracts (or some goods
or services promised in the contracts) are a single performance
obligation.

Contract Modifications 3
.33 A contract modification is a change in the scope or price (or both) of
a contract that is approved by the parties to the contract (sometimes called
a change order, a variation, or an amendment). A contract modification exists when the parties to a contract approve a modification that either creates
new enforceable rights and obligations or changes existing enforceable rights
and obligations of the parties to the contract. A contract modification could be
approved in writing, orally, or implied by an entity's customary business practices. If the parties to a contract have not approved a contract modification, an
entity should continue to apply the guidance in the standard to the existing
contract until the contract modification is approved.
.34 A contract modification may exist even though the parties to the contract have a dispute about the scope or price (or both) of the modifications or the
parties have approved a change in the scope of the contract but have not yet determined the corresponding change in price. In determining whether the rights
and obligations that are created or changed by a modification are enforceable,
an entity should consider all relevant facts and circumstances including the
terms of the contract and other evidence.
.35 If the parties to a contract have approved a change in the scope of
the contract but have not yet determined the corresponding changes in price,
an entity should estimate the change to the transaction price arising from the
modification in accordance with the guidance on estimating variable consideration and constraining estimates of variable consideration.
.36 An entity should account for a contract modification as a separate
contract if both of the following conditions are present:
a. The scope of the contract increases as a result of the addition of
promised goods or services that are distinct.

3
FASB ASU No. 2016-12 provides a practical expedient for contract modifications at transition
that permits an entity to reflect the aggregate effect of all modifications that occur before the beginning
of the earliest period presented in accordance with Topic 606 when identifying the satisfied and
unsatisfied performance obligations, determining the transaction price, and allocating the transaction
price to the satisfied and unsatisfied performance obligations.
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b. The price of the contracts increases by an amount of consideration
that reflects the entity's stand-alone selling prices of the additional
promised goods or services and any appropriate adjustments to that
price to reflect the circumstances of the particular contract. For
example, an entity may adjust the stand-alone selling price of an
additional good or service for a discount that the customer receives
because it is not necessary for the entity to incur the selling-related
costs that it would incur when selling a similar good or service to a
new customer.
.37 If a contract modification is not accounted for as a separate contract (if
both of the conditions in the preceding paragraph are not met), an entity should
account for the promised goods or services not yet transferred at the date of
the contract modification (that is, the remaining promised goods or services) in
one of the following ways:

r

An entity should account for the contract modification as if it were
a termination of the existing contract and the creation of a new
contract if the remaining goods and services are distinct from the
goods or services transferred on or before the date of the contract
modification. The amount of consideration to be allocated to the
remaining performance obligations (or to the remaining distinct
goods or services in a single performance obligation) is the sum of
— the consideration promised by the customer (including
amounts already received from the customer) that was
included in the estimate of the transaction price and that
had not been recognized as revenue and

r

r

— the consideration promised as part of the contract modification.
An entity should account for the contract modification as if it were
a part of the existing contract if the remaining goods or services
are not distinct and, therefore, form part of a single performance
obligation that is partially satisfied at the date of the contract
modification. The effect that the contract modification has on the
transaction price and on the entity's measure of progress toward
complete satisfaction of the performance obligation is recognized
as an adjustment to revenue (either as an increase in or a reduction of revenue) at the date of the contract modification (that
is, the adjustment to revenue is made on a cumulative catch-up
basis).
If the remaining goods or services are a combination of items
(a) and (b), then the entity should account for the effects of the
modification on the unsatisfied (including partially unsatisfied)
performance obligations in the modified contract in a manner that
is consistent with the objectives of this paragraph.

Comparison to Existing Guidance
Current guidance on accounting for contract modifications is limited to
industry-specific guidance such as that for construction- and productiontype contracts. Under the guidance for construction- and production-type
contracts, contract revenue and costs must be adjusted for approved contract

©2016, AICPA

ARA-REV .37

10

Alert

modifications involving scope and price. More detailed guidance is provided
for unpriced change orders, which addresses the treatment for costs (whether
to expense immediately or defer) and revenue, if the percentage-of-completion
method is applied. Under the new standard, accounting for contract modifications is heavily focused on the type of modification and is applicable to all
industries.

Collectibility
.38 The term collectibility refers to a customer's credit risk; that is, the
risk that the entity will be unable to collect contract consideration from the
customer to which it is entitled. Under the new standard
a. there is no recognition threshold for expectations about collectibility.
b. transaction price is equal to the amount to which the entity expects
to be entitled, not the amount that the entity expects to receive (so,
without regard to collection risk).
c. transaction price is not adjusted for customer credit risk; instead,
impairments to receivables will be separately presented as an expense.
d. if collectibility of substantially all of the consideration to which the
entity will be entitled in exchange for the goods or services that
will be transferred to the customer is not considered probable, a
contract may not exist.
.39 FASB issued ASU No. 2016-12 in May 2016, to reduce potential for
diversity in practice at initial application of FASB ASC 606, as well as the cost
and complexity of applying FASB ASC 606 at transition and on an ongoing basis. This update states that when evaluating the collectibility criterion in FASB
ASC 606-10-25-1(e), an entity should assess the collectibility of the consideration promised in a contract for the goods or services that will be transferred
to the customer rather than assessing the collectibility of the consideration
promised in the contract for all of the promised goods or services.
.40 The assessment in FASB ASC 606-10-25-1(e), which is part of identifying whether there is a contract with a customer, is based on whether the
customer has the ability and intention to pay the consideration to which the
entity will be entitled in exchange for the goods or services that will be transferred to the customer. The objective of this assessment is to evaluate whether
there is a substantive transaction between the entity and the customer, which
is a necessary condition for the contract to be accounted for under the revenue
model.
.41 The collectibility assessment in FASB ASC 606-10-25-1(e) is partly a
forward-looking assessment. It requires an entity to use judgment and consider
all of the facts and circumstances, including the entity's customary business
practices and its knowledge of the customer, in determining whether it is probable that the entity will collect substantially all of the consideration to which
it will be entitled in exchange for the goods or services that the entity expects
to transfer to the customer. The assessment is not necessarily based on the
customer's ability and intention to pay the entire amount of promised consideration for the entire duration of the contract.
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.42 When assessing whether a contract meets the criterion in FASB ASC
606-10-25-1(e), an entity should determine whether the contractual terms and
its customary business practices indicate that the entity's exposure to credit
risk is less than the entire consideration promised in the contract because the
entity has the ability to mitigate its credit risk. Examples of contractual terms
or customary business practices that might mitigate the entity's credit risk
include the following:
a. Payment terms. In some contracts, payment terms limit an entity's
exposure to credit risk. For example, a customer may be required to
pay a portion of the consideration promised in the contract before
the entity transfers promised goods or services to the customer.
In those cases, any consideration that will be received before the
entity transfers promised goods or services to the customer would
not be subject to credit risk.
b. The ability to stop transferring promised goods or services. An entity
may limit its exposure to credit risk if it has the right to stop
transferring additional goods or services to a customer in the event
that the customer fails to pay consideration when it is due. In
those cases, an entity should assess only the collectibility of the
consideration to which it will be entitled in exchange for the goods
or services that will be transferred to the customer on the basis
of the entity's rights and customary business practices. Therefore,
if the customer fails to perform as promised and, consequently,
the entity responds to the customer's failure to perform by not
transferring additional goods or services to the customer, the entity
would not consider the likelihood of payment for the promised goods
or services that will not be transferred under the contract.
Comparison to Existing Guidance
As one of the four revenue recognition criteria under FASB ASC 605, collectibility of consideration must be considered reasonably assured for revenue
to be recognized. Under the new guidance, collectibility is not considered in
the transaction price; however, it is a factor when determining whether a
valid contract exists.

Step 2: Identify the Performance Obligations in the Contract
.43 A performance obligation is a promise in a contract with a customer
to transfer a good or service to the customer.
.44 At contract inception, an entity should assess the goods or services
promised in a contract with a customer and should identify as a performance
obligation each promise to transfer to the customer one of the following:
a. A good or service (or bundle of goods or services) that is distinct
b. A series of distinct goods or services that are substantially the same
and that have the same pattern of transfer to the customer
.45 FASB issued ASU No. 2016-10 in April 2016, to reduce potential
for diversity in practice at initial application of FASB ASC 606, as well as
to reduce the cost and complexity of applying FASB ASC 606 at transition
and on an ongoing basis. This update states that entities are not required
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to assess whether promised goods or services are performance obligations if
they are immaterial in the context of the contract with the customer. If the
revenue related to a performance obligation that includes goods or services
that are immaterial in the context of the contract is recognized before those
immaterial goods or services are transferred to the customer, then the related
costs to transfer those goods or services should be accrued. This does not apply
to a customer option to acquire additional goods or services that provides the
customer with a material right.
.46 A good or service that is not distinct should be combined with other
promised goods or services until the entity identifies a bundle of goods or services that is distinct. In some cases, that would result in the entity accounting
for all the goods or services promised in a contract as a single performance
obligation.
.47 An entity that promises a good to a customer might also perform shipping and handling activities related to that good. If the shipping and handling
activities are performed before the customer obtains control of the good, then
the shipping activities are not a promised service to the customer. Rather, shipping and handling are activities to fulfill the entity's promise to transfer the
good.
.48 If the shipping and handling activities are performed after a customer
obtains control of the good, then the entity may elect to account for shipping
and handling as activities to fulfill the promise to transfer the good. The entity
should apply this accounting policy election consistently to similar types of
transactions. An entity that makes this election would not evaluate whether
shipping and handling activities are promised services to its customers. If
revenue is recognized for the related good before the shipping and handling
activities occur, the related costs of those shipping and handling activities
should be accrued. An entity should disclose if it applies this accounting policy
election.
Comparison to Existing Guidance
The unit of account currently referred to as "deliverables" or "elements" in a
multiple-element arrangement is specifically defined in the new standard and
referred to as "performance obligation." Identification of performance obligations is less restrictive than current GAAP; therefore, contracts may have
more performance obligations (deliverables) being accounted for separately
than under current accounting rules.

Distinct Goods or Services
.49 A good or service is distinct if both of the following criteria are met:
a. Capable of being distinct. A customer can benefit from a good or
service if the good or service can be used, consumed, sold for an
amount that is greater than scrap value, or otherwise held in a
way that generates economic benefits. For some goods or services,
a customer may be able to benefit from a good or service on its own.
For other goods or services, a customer may be able to benefit from
the good or service only in conjunction with other readily available
resources. A readily available resource is a good or service that
is sold separately (by the entity or another entity) or a resource
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that the customer has already obtained from the entity (including
goods or services that the entity will have already transferred to the
customer under the contract) or from other transactions or events.
Various factors may provide evidence that the customer can benefit
from a good or service either on its own or in conjunction with other
readily available resources. For example, the fact that the entity
regularly sells a good or service separately would indicate that a
customer can benefit from the good or service on its own or with
other readily available resources.
b. Distinct within the context of the contract. Factors that indicate that
two or more promises to transfer goods or services to a customer
are not separately identifiable include, but are not limited to, the
following:
i. The entity provides a significant service of integrating the
goods or services with other goods or services promised in
the contract into a bundle of goods or services that represent the combined output or outputs for which the customer has contracted. In other words, the entity is using
the goods or services as inputs to produce or deliver the
combined output or outputs specified by the customer. A
combined output or outputs might include more than one
phase, element, or unit.
ii. One or more of the goods or services significantly modify
or customize, or are significantly modified or customized
by, one or more of the other goods or services promised in
the contract.
iii. The goods or services are highly interdependent or highly
interrelated. In other words, each of the goods or services
is significantly affected by one or more of the other goods
or services in the contract. For example, in some cases,
two or more goods or services are significantly affected by
each other because the entity would not be able to fulfill
its promise by transferring each of the goods or services
independently.

Series of Distinct Goods or Services
.50 A series of distinct goods or services has the same pattern of transfer
to the customer if both of the following criteria are met:
a. Each distinct good or service in the series that the entity promises
to transfer to the customer would meet the criteria to be a performance obligation over time.
b. The same method would be used to measure the entity's progress
toward complete satisfaction of the performance obligation to transfer each distinct good or service in the series to the customer.

Promises in Contracts With Customers
.51 A contract with a customer generally explicitly states that it includes
goods or services that an entity promises to transfer to a customer. However,
the performance obligations identified in a contract with a customer may not
be limited to the goods or services that are explicitly stated in that contract.
This is because a contract with a customer may also include promises that
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are implied by an entity's customary business practices, published policies, or
specific statements if those promises create a valid expectation of the customer
that the entity will transfer a good or service to the customer. Performance
obligations do not include activities that an entity must undertake to fulfill a
contract unless the entity will transfer a good or service to the customer. For
example, a service provider may need to perform various administrative tasks
to set up a contract. The performance of those tasks does not transfer a service
to the customer as the tasks are performed. Therefore, those setup activities
are not considered performance obligations.
.52 Depending on the contract, promised goods or services may include,
but are not limited to, the following:
a. Sale of goods produced by an entity (for example, inventory of a
manufacturer)
b. Resale of goods purchased by an entity (for example, merchandise
of a retailer)
c. Resale of rights to goods or services purchased by an entity (for
example, a ticket resold by an entity acting as a principal)
d. Performing a contractually agreed-upon task (or tasks) for a customer
e. Providing a service of standing ready to provide goods or services
(for example, unspecified updates to software that are provided
on a when-and-if-available basis) or of making goods or services
available for a customer to use as and when the customer decides
f. Providing a service of arranging for another party to transfer goods
or services to a customer (for example, acting as an agent of another
party)
g. Granting rights to goods or services to be provided in the future
that a customer can resell or provide to its customer (for example,
an entity selling a product to a retailer promises to transfer an additional good or service to an individual who purchases the product
from the retailer)
h. Constructing, manufacturing, or developing an asset on behalf of a
customer
i. Granting licenses
j. Granting options to purchase additional goods or services (when
those options provide a customer with a material right)

Step 3: Determine the Transaction Price
.53 The transaction price is the amount of consideration to which an entity
expects to be entitled in exchange for transferring promised goods or services to
a customer, excluding amounts collected on behalf of third parties (for example,
some sales taxes). To determine the transaction price, an entity should consider
the effects of the following:
a. Variable consideration
b. Constraining estimates of variable consideration
c. The existence of a significant financing component
d. Noncash considerations
e. Consideration payable to the customer
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.54 An entity should consider the terms of the contract and its customary
business practices to determine the transaction price. For purposes of determining the transaction price, an entity should assume that the goods or services
will be transferred to the customer as promised in accordance with the existing
contract and that the contract will not be canceled, renewed, or modified.
.55 An entity may make an accounting policy election to exclude from the
measurement of the transaction price all taxes assessed by a governmental
authority that are both imposed on and concurrent with a specific revenue producing transaction and collected by the entity from a customer (for example,
sales, use, value added, and some excise taxes). Taxes assessed on an entity's total gross receipts or imposed during the inventory procurement process should
be excluded from the scope of the election. An entity that makes this election
should exclude from the transaction price all taxes in the scope of the election
and should comply with the applicable accounting policy guidance, including
the disclosure requirements in paragraphs 1–6 of FASB ASC 235-10-50.

Variable Consideration
.56 If the consideration promised in a contract includes a variable amount,
an entity should estimate the amount of consideration to which the entity will
be entitled in exchange for transferring the promised goods or services to a
customer.
.57 Consideration can vary because of discounts, rebates, refunds, credits,
price concessions, incentives, performance bonuses, penalties, or other similar
items. The promised consideration also can vary if an entity's entitlement to
the consideration is contingent on the occurrence or nonoccurrence of a future
event. For example, an amount of consideration would be variable if either a
product was sold with a right of return or a fixed amount is promised as a
performance bonus on achievement of a specified milestone.
.58 The variability relating to the consideration promised by a customer
may be explicitly stated in the contract. In addition to the terms of the contract,
the promised consideration is variable if either of the following circumstances
exists:
a. The customer has a valid expectation arising from an entity's
customary business practices, published policies, or specific statements that the entity will accept an amount of consideration that
is less than the price stated in the contract. That is, it is expected
that the entity will offer a price concession. Depending on the jurisdiction, industry, or customer, this offer may be referred to as a
discount, rebate, refund, or credit.
b. Other facts and circumstances indicate that the entity's intention,
when entering into the contract with the customer, is to offer a
price concession to the customer.
.59 An entity should estimate an amount of variable consideration by
using either of the following methods, depending on which method the entity
expects to better predict the amount of consideration to which it will be entitled:
a. The expected value, which is the sum of probability-weighted
amounts in a range of possible consideration amounts. An expected
value may be an appropriate estimate of the amount of variable consideration if an entity has a large number of contracts with similar
characteristics.
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b. The most likely amount in a range of possible consideration
amounts (that is, the single most likely outcome of the contract).
The most likely amount may be an appropriate estimate of the
amount of variable consideration if the contract has only two possible outcomes (for example, an entity either achieves a performance
bonus or does not).
.60 An entity should apply one method consistently throughout the contract when estimating the effect of an uncertainty on an amount of variable
consideration to which the entity will be entitled. Also an entity should consider all the information (historical, current, and forecast) that is reasonably
available to the entity and identify a reasonable number of possible consideration amounts. The information that an entity uses to estimate the amount of
variable consideration typically would be similar to the information that the
entity's management uses during the bid-and-proposal process and in establishing prices for promised goods or services.
Comparison to Existing Guidance
Under current guidance, accounting for variable consideration is inconsistent
across industries. Under current guidance, an entity does not include variable amounts in the transaction price until the variability is resolved. The
new guidance creates a single model whereby variable consideration (rebates,
discounts, bonuses, right of return) will be included in the transaction price to
the extent it is probable that a significant reversal in the amount of cumulative revenue recognized will not occur. As variable consideration can now be
estimated in order to be recognized, revenue recognition may be accelerated
upon implementation of the new standard.

Constraining Estimates of Variable Consideration
.61 An entity should include in the transaction price some or all of an
amount of variable consideration only to the extent that it is probable that
a significant reversal in the amount of cumulative revenue recognized will
not occur when the uncertainty associated with the variable consideration is
subsequently resolved.
.62 In assessing this probability, an entity should consider both the likelihood and the magnitude of the revenue reversal. Factors that could increase the
likelihood or the magnitude of a revenue reversal include, but are not limited
to, any of the following:
a. The amount of consideration is highly susceptible to factors outside
the entity's influence. Those factors may include volatility in a market, the judgment or actions of third parties, weather conditions,
and a high risk of obsolescence of the promised good or service.
b. The uncertainty about the amount of consideration is not expected
to be resolved for a long period of time.
c. The entity's experience (or other evidence) with similar types of
contracts is limited, or that experience (or other evidence) has limited predictive value.
d. The entity has a practice of either offering a broad range of price
concessions or changing the payment terms and conditions of similar contracts in similar circumstances.
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e. The contract has a large number and broad range of possible consideration amounts.
.63 At the end of each reporting period, an entity should update the estimated transaction price (including updating its assessment of whether an
estimate of variable consideration is constrained) to represent faithfully the
circumstances present at the end of the reporting period and the changes in circumstances during the reporting period. The entity should account for changes
in the transaction price in accordance with paragraphs 42–45 of FASB ASC
606-10-32.
.64 Consideration in the form of a sales-based or usage-based royalty that
is promised in exchange for a license of intellectual property is an exception to
the guidance for constraints on variable consideration. An entity should recognize revenue for a sales-based or usage-based royalty promised in exchange
for a license of intellectual property only when (or as) the later of the following
events occurs:
a. The subsequent sale or usage occurs.
b. The performance obligation to which some or all of the sales-based
or usage-based royalty has been allocated has been satisfied (or
partially satisfied).

Significant Financing Component
.65 An entity should adjust the promised amount of consideration for the
effects of the time value of money when financing is involved. The objective of
this adjustment is for an entity to recognize revenue at an amount that reflects
the price that a customer would have paid for the promised goods or services
if the customer had paid cash for those goods or services when (or as) they
transfer to the customer (that is, the cash selling price).
.66 An entity should consider all relevant facts and circumstances in
assessing whether a contract contains a financing component and whether
that financing component is significant to the contract, including both of the
following:
a. The difference, if any, between the amount of promised consideration and the cash selling price of the promised goods or services
b. The combined effect of both of the following:
i. The expected length of time between transfer of the
promised goods or services from the entity to the customer
and customer payment for those goods or services
ii. The prevailing interest rates in the relevant market
.67 A contract with a customer would not have a significant financing
component if any of the following factors exist:
a. The customer paid for the goods or services in advance, and the
timing of the transfer of those goods or services is at the discretion
of the customer.
b. A substantial amount of the consideration promised by the customer is variable, and the amount or timing of that consideration
varies on the basis of the occurrence or nonoccurrence of a future
event that is not substantially within the control of the customer
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or the entity (for example, if the consideration is a sales-based royalty).
c. The difference between the promised consideration and the cash
selling price of the good or service arises for reasons other than
the provision of finance to either the customer or the entity, and
the difference between those amounts is proportional to the reason
for the difference. For example, the payment terms might provide
the entity or the customer with protection from the other party
failing to adequately complete some or all of its obligations under
the contract.
.68 When adjusting the promised amount of consideration for a significant financing component, an entity should use the discount rate that would
be reflected in a separate financing transaction between the entity and its customer at contract inception. That rate would reflect the credit characteristics
of the party receiving financing in the contract, as well as any collateral or
security provided by the customer or the entity, including assets transferred in
the contract. An entity may be able to determine that rate by identifying the
rate that discounts the nominal amount of the promised consideration to the
price that the customer would pay in cash for the goods or services when (or
as) they transfer to the customer. After contract inception, an entity should not
update the discount rate for changes in interest rates or other circumstances
(such as a change in the assessment of the customer's credit risk).
.69 The effects of financing (interest income or interest expense) should
be presented separately from revenue from contracts with customers in the
statement of comprehensive income (statement of activities). Interest income
or interest expense is recognized only to the extent that a contract asset (or
receivable) or a contract liability is recognized in accounting for a contract
with a customer. In accounting for the effects of the time value of money, the
following guidance should be considered:
a. Subsequent measurement guidance in paragraphs 1A–3 of FASB
ASC 835-30-45 on presentation of the discount and premium in the
financial statements
b. Application of the interest method in paragraphs 2–3 of FASB ASC
835-30-55.
.70 As a practical expedient, the promised amount of consideration does
not need to be adjusted for the effects of a significant financing component if
the entity expects, at contract inception, that the period between transfer of a
promised good or service from the entity to a customer and customer payment
for that good or service will be one year or less.

Noncash Consideration
.71 To determine the transaction price for contracts in which a customer
promises consideration in a form other than cash, an entity should measure the
estimated fair value of noncash consideration at contract inception. If an entity
cannot reasonably estimate the fair value of the noncash consideration, the
entity should measure the consideration indirectly by reference to the standalone selling price of the goods or services promised to the customer (or class
of customer) in exchange for the consideration.
.72 The fair value of a noncash consideration may vary after contract
inception because of the form of the consideration (for example, a change in
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the price of a share to which an entity is entitled to receive from a customer).
Changes in the fair value of noncash consideration after contract inception that
are due to the form of the consideration are not included in the transaction
price. If the fair value of the noncash consideration promised by a customer
varies for reasons other than the form of the consideration (for example, the
exercise price of a share option changes because of the entity's performance),
an entity should apply the guidance on variable consideration. If the fair value
of the noncash consideration varies because of the form of the consideration
and for reasons other than the form of the consideration, an entity should apply
the guidance on variable consideration only to the variability resulting from
reasons other than the form of the consideration.
.73 If a customer contributes goods or services to facilitate an entity's
fulfillment of the contract, the entity should assess whether it obtains control of those contributed goods or services. If so, the entity should account for
the contributed goods or services as noncash consideration received from the
customer.

Consideration Payable to a Customer
.74 An entity should account for consideration payable to a customer as a
reduction of the transaction price and, therefore, of revenue unless the payment
to the customer is in exchange for a distinct good or service that the customer
transfers to the entity. If the consideration payable to a customer includes a
variable amount, an entity should estimate the transaction price (including
assessing whether the estimate of variable consideration is constrained) in
accordance with guidance on variable consideration.
.75 Consideration payable to a customer includes cash amounts that an
entity pays, or expects to pay, to the customer (or to other parties that purchase
the entity's goods or services from the customer). Consideration payable to a
customer also includes credit or other items (for example, a coupon or voucher)
that can be applied against amounts owed to the entity (or to other parties that
purchase the entity's goods or services from the customer).
.76 If consideration payable to a customer is a payment for a distinct good
or service from the customer, then an entity should account for the purchase
of the good or service in the same way that it accounts for other purchases
from suppliers. If the amount of consideration payable to the customer exceeds
the fair value of the distinct good or service that the entity receives from the
customer, then the entity should account for such an excess as a reduction of
the transaction price. If the entity cannot reasonably estimate the fair value
of the good or service received from the customer, it should account for the
full amount of the consideration payable to the customer as a reduction of the
transaction price.
.77 Accordingly, if consideration payable to a customer is accounted for as
a reduction of the transaction price, an entity should recognize the reduction
of revenue when (or as) the later of either of the following events occurs:
a. The entity recognizes revenue for the transfer of the related goods
or services to the customer.
b. The entity pays or promises to pay the consideration (even if the
payment is conditional on a future event). That promise might be
implied by the entity's customary business practices.
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Refund Liability
.78 A refund liability should be recognized if the entity receives consideration from a customer and expects to refund some or all of that consideration
to the customer. The refund liability is measured at the amount of consideration received (or receivable) for which the entity does not expect to be entitled
(that is, amounts not included in the transaction price). The refund liability
(and corresponding change in the transaction price and, therefore, the contract
liability) should be updated at the end of each reporting period for changes in
circumstances.
.79 In some contracts, an entity transfers control of a product to a customer and also grants the customer the right to return the product for various
reasons (such as dissatisfaction with the product). The customer may receive
any combination of the following:

r
r
r

A full or partial refund of any consideration paid
A credit that can be applied against amounts owed, or that will
be owed, to the entity
Another product in exchange

.80 To account for the transfer of products with a right of return (and for
some services that are provided subject to a refund), an entity should recognize
all of the following:

r
r
r

Revenue for the transferred products in the amount of consideration to which the entity expects to be entitled (therefore, revenue
would not be recognized for the products expected to be returned)
A refund liability
An asset (and corresponding adjustment to cost of sales) for its
right to recover products from customers on settling the refund
liability

.81 An entity's promise to stand ready to accept a returned product during
the return period should not be accounted for as a performance obligation in
addition to the obligation to provide a refund. Contracts in which a customer
may return a defective product in exchange for a functioning product should be
evaluated in accordance with the guidance on warranties in paragraphs 30–35
of FASB ASC 606-10-55. Paragraphs 22–29 of FASB ASC 606-10-55 contain
additional information on how to account for a refund liability relating to a sale
with a right of return.

Step 4: Allocate the Transaction Price to the Performance Obligations
in the Contract
.82 For a contract that has more than one performance obligation, an
entity should allocate the transaction price to each separate performance obligation in an amount that depicts the amount of consideration to which the
entity expects to be entitled in exchange for satisfying each separate performance obligation.
.83 To allocate an appropriate amount of consideration to each performance obligation, an entity should determine the stand-alone selling price at
contract inception of the distinct goods or services underlying each performance
obligation. Sometimes, the transaction price includes a discount or variable
consideration that relates entirely to one of the performance obligations in a
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contract. The requirements specify when an entity should allocate the discount
or variable consideration to one (or some) performance obligation(s) rather than
to all performance obligations in the contract.
.84 An entity should allocate to the performance obligations in the contract any subsequent changes in the transaction price on the same basis as
at contract inception. Amounts allocated to a satisfied performance obligation
should be recognized as revenue, or as a reduction of revenue, in the period in
which the transaction price changes.

Stand-alone Selling Price
.85 To allocate the transaction price to each performance obligation on a
relative stand-alone selling price basis, an entity should determine the standalone selling price at contract inception of the distinct good or service underlying each performance obligation in the contract and allocate the transaction
price in proportion to those stand-alone selling prices.
.86 The stand-alone selling price is the price at which an entity would
sell a promised good or service separately to a customer. The best evidence of
a stand-alone selling price is the observable price of a good or service when
the entity sells that good or service separately in similar circumstances and
to similar customers. A contractually stated price or a list price for a good or
service may be (but should not be presumed to be) the stand-alone selling price
of that good or service.
.87 If a stand-alone selling price is not directly observable, an entity
should estimate it. When estimating a stand-alone selling price, an entity
should consider all information (including market conditions, entity-specific
factors, and information about the customer or class of customer) that is reasonably available to the entity and maximize the use of observable inputs and
apply estimation methods consistently in similar circumstances.
.88 The standard lists several suitable methods for estimating the standalone selling price of a good or service, which include, but are not limited to,
the following:
a. Adjusted market assessment approach. An entity could evaluate the
market in which it sells goods or services and estimate the price
that a customer in that market would be willing to pay for those
goods or services. That approach also might include referring to
prices from the entity's competitors for similar goods or services
and adjusting those prices as necessary to reflect the entity's costs
and margins.
b. Expected cost plus a margin approach. An entity could forecast its
expected costs of satisfying a performance obligation and then add
an appropriate margin for that good or service.
c. Residual approach. An entity may estimate the stand-alone selling
price by reference to the total transaction price less the sum of
the observable stand-alone selling prices of other goods or services
promised in the contract. However, an entity may use a residual
approach to estimate the stand-alone selling price of a good or
service only if one of the following criteria is met:
i. The entity sells the same good or service to different customers (at or near the same time) for a broad range of
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amounts (that is, the selling price is highly variable because a representative stand-alone selling price is not discernible from past transactions or other observable evidence).
ii. The entity has not yet established a price for that good or
service, and the good or service has not previously been
sold on a stand-alone basis (that is, the selling price is
uncertain).
.89 A combination of methods may need to be used to estimate the standalone selling prices of the goods or services promised in the contract if two or
more of those goods or services have highly variable or uncertain stand-alone
selling prices. For example, an entity may use a residual approach to estimate
the aggregate stand-alone selling price for those promised goods or services
with highly variable or uncertain stand-alone selling prices and then use another method to estimate the stand-alone selling prices of the individual goods
or services relative to that estimated aggregate stand-alone selling price determined by the residual approach. When an entity uses a combination of methods
to estimate the stand-alone selling price of each promised good or service in the
contract, the entity should evaluate whether allocating the transaction price
at those estimated stand-alone selling prices would be consistent with the allocation objective and the guidance on estimating stand-alone selling prices in
the standard.
Comparison to Existing Guidance
Under current guidance, an entity is generally required to determine the
stand-alone selling price of a good or service based on the following hierarchy
of evidence:

r
r
r

Vendor-specific objective evidence (VSOE)
Third-party evidence
Best estimate

Some industry-specific guidance, such as that for software and films, has
guidance on allocating arrangement consideration to individual deliverables
in multiple-element arrangements. For example, for multiple-element software arrangements, only VSOE of fair value may be used to allocate the fee.
If VSOE does not exist, revenue is generally deferred.
Under the new guidance, the requirement that entity must have VSOE of fair
value to avoid revenue deferral for software transactions is eliminated. An
entity will be able to allocate a portion of the transaction price to each obligation based on its stand-alone selling price even if VSOE of fair value cannot be
established. This new guidance will especially affect the technology industry,
as most of their contracts include more than one performance obligation for
which stand-alone selling prices must be determined. As stand-alone selling
prices can be calculated or estimated in various ways, revenue will likely be
accelerated under the new standard.

Allocation of a Discount
.90 A customer receives a discount for purchasing a bundle of goods or
services if the sum of the stand-alone selling prices of those promised goods
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or services in the contract exceeds the promised consideration in a contract.
Except when an entity has observable evidence that the entire discount relates to only one or more (as discussed in the following paragraph), but not
all, performance obligations in a contract, the entity should allocate a discount
proportionately to all performance obligations in the contract. The proportionate allocation of the discount in those circumstances is a consequence of the
entity allocating the transaction price to each performance obligation on the
basis of the relative stand-alone selling prices of the underlying distinct goods
or services.
.91 An entity should allocate a discount entirely to one or more, but not
all, performance obligations in the contract if all of the following criteria are
met:
a. The entity regularly sells each distinct good or service (or each
bundle of distinct goods or services) in the contract on a standalone basis.
b. The entity also regularly sells on a stand-alone basis a bundle (or
bundles) of some of those distinct goods or services at a discount
to the stand-alone selling prices of the goods or services in each
bundle.
c. The discount attributable to each bundle of goods or services described in item (b) is substantially the same as the discount in the
contract, and an analysis of the goods or services in each bundle
provides observable evidence of the performance obligation (or performance obligations) to which the entire discount in the contract
belongs.
.92 If a discount is allocated entirely to one or more performance obligations in the contract, an entity should allocate the discount before using the
residual approach to estimate the stand-alone selling price of a good or service.

Allocation of Variable Consideration
.93 Variable consideration that is promised in a contract may be attributable to the entire contract or to a specific part of the contract, such as
either of the following:
a. One or more, but not all, performance obligations in the contract.
For example, a bonus may be contingent on an entity transferring
a promised good or service within a specified period of time.
b. One or more, but not all, distinct goods or services promised in
a series of distinct goods or services that forms part of a single
performance obligation. For example, the consideration promised
for the second year of a two-year cleaning service contract will
increase on the basis of movements in a specified inflation index.
.94 An entity should allocate a variable amount (and subsequent changes
to that amount) entirely to a performance obligation or to a distinct good or
service that forms part of a single performance obligation in accordance with
FASB ASC 606-10-25-14(b) if both of the following criteria are met:
a. The terms of a variable payment relate specifically to the entity's
efforts to satisfy the performance obligation or transfer the distinct good or service (or to a specific outcome from satisfying the
performance obligation or transferring the distinct good or service).
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b. Allocating the variable amount of consideration entirely to the performance obligation or the distinct good or service is consistent
with the overall objective for allocating the transaction price to
performance obligations, when considering all of the performance
obligations and payment terms in the contract.
.95 If the variable consideration is not allocated entirely to a performance
obligation or to a distinct good or service that forms part of a single performance
obligation, the remaining amount of the transaction price should be allocated
based on the allocation requirements related to allocation based on stand-alone
selling price and allocation of a discount.

Change in the Transaction Price
.96 After contract inception, the transaction price can change for various
reasons, including the resolution of uncertain events or other changes in circumstances that change the amount of consideration to which an entity expects
to be entitled in exchange for the promised goods or services.
.97 An entity should allocate to the performance obligations in the contract
any subsequent changes in the transaction price on the same basis as at contract inception. Consequently, an entity should not reallocate the transaction
price to reflect changes in stand-alone selling prices after contract inception.
Amounts allocated to a satisfied performance obligation should be recognized
as revenue, or as a reduction of revenue, in the period in which the transaction
price changes.
.98 An entity should allocate a change in the transaction price entirely to
one or more, but not all, performance obligations or distinct goods or services
promised in a series that forms part of a single performance obligation in
accordance with paragraph 606-10-25-14(b) only if both of the following criteria
are met:
a. The terms of the change in transaction price relate specifically to
the entity's efforts to satisfy the performance obligation or transfer
the distinct good or service (or to a specific outcome from satisfying the performance obligation or transferring the distinct good or
service).
b. Allocating the change in transaction price entirely to the performance obligation or the distinct good or service is consistent with
the overall objective for allocating the transaction price to performance obligations, when considering all of the performance obligations and payment terms in the contract.
.99 An entity should account for a change in the transaction price that
arises as a result of a contract modification in accordance with the guidance
on contract modifications. However, for a change in the transaction price that
occurs after a contract modification, an entity should apply the guidance on
changes in the transaction price to allocate the change in the transaction price
in whichever of the following ways is applicable:
a. An entity should allocate the change in the transaction price to the
performance obligations identified in the contract before the modification if, and to the extent that, the change in the transaction price
is attributable to an amount of variable consideration promised before the modification and the modification is accounted for as if it

ARA-REV .95

©2016, AICPA

Revenue Recognition: Accounting and Auditing Considerations—2016/17

25

were a termination of the existing contract and the creation of a
new contract.
b. In all other cases in which the modification was not accounted for
as a separate contract, an entity should allocate the change in the
transaction price to the performance obligations in the modified
contract (that is, the performance obligations that were unsatisfied
or partially unsatisfied immediately after the modification).

Step 5: Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation
.100 An entity should recognize revenue when (or as) the entity satisfies
a performance obligation by transferring a promised good or service to a customer. An asset is transferred when (or as) the customer obtains control of that
asset.
.101 Control of an asset refers to the ability to direct the use of, and obtain
substantially all of the remaining benefits from, the asset. Control includes the
ability to prevent other entities from directing the use of, and obtaining the
benefits from, an asset. When evaluating whether a customer obtains control
of an asset, an entity should consider any agreement to repurchase the asset.

Performance Obligations Satisfied Over Time
.102 Revenue is recognized over time only when an entity transfers control
of a good or service. The performance obligation is considered satisfied over time
if one of the following criteria is met to indicate transfer of control:
a. The customer receives and consumes the benefits provided by the
entity's performance as the entity performs.
b. The entity's performance creates or enhances an asset (for example,
building an addition to an existing home) that the customer controls
as the asset is created or enhanced.
c. The entity's performance does not create an asset with an alternative use to the entity, and the entity has an enforceable right to
payment for performance completed to date.
.103 It is important to note that the right to payment for performance
completed to date, as indicated in item (c) under paragraph .102 does not have
to be for a fixed amount. At all times throughout the duration of the contract,
the entity must be entitled to an amount that at least compensates the entity
for the performance completed to date if the contract were to terminate early
for reasons other than failure to perform by the entity.
.104 If any of the criteria in paragraph .102 are met, for each performance obligation determined to be satisfied over time, revenue should be recognized over time by measuring the progress toward complete satisfaction of
that performance obligation. The standard requires that an entity apply a single method of measuring progress for each performance obligation satisfied over
time, and apply that method consistently to similar performance obligations
and in similar circumstances.
.105 Progress toward complete satisfaction of a performance obligation over time can be measured by output (for example, surveys of performance completed to date, appraisals of results achieved, milestones reached,
units produced or units delivered) or input methods (for example, resources
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consumed, labor hours expended, costs incurred, time elapsed, or machine
hours used). The method for measuring progress will depend on what best
depicts an entity's performance in transferring control of goods or services
promised to a customer.
.106 If the reporting entity is not able to reasonably measure its progress
toward satisfaction of the performance obligation but expects to recover costs,
the entity can recognize revenue only to the extent of costs incurred. If none of
the criteria in paragraph .102 are met, the entity should recognize revenue at
a point in time at which the entity transfers control of the good or service to
the customer.
Comparison to Existing Guidance
Under current U.S. GAAP, the percentage-of-completion method is generally
applied when recognizing revenue for long-term contracts. Under the new
framework, revenue is recognized only when or as control of the asset is
transferred to the customer. The new guidance is focused on the analysis of
the contract and the determination of whether a performance obligation is
satisfied over time or at a point in time.
In addition, note the difference between milestone or progress payments under the old guidance versus the right to payment under the new guidance.
The former is an agreement to pay, assuming both parties perform their respective obligations; the latter is the right to receive payment owed to date if
the contract were to terminate prior to completion of the contract (assuming
the reason for early termination is not failure to perform by the reporting
entity).

Performance Obligations Satisfied at a Point in Time
.107 If a performance obligation is not satisfied over time, an entity satisfies the performance obligation at a point in time. To determine the point in
time at which a customer obtains control of a promised asset and the entity
satisfies a performance obligation, the entity should consider the guidance on
control in paragraphs 23–26 of FASB ASC 606-10-25. In addition, an entity
should consider indicators of the transfer of control, which include, but are not
limited to, the following:
a. The entity has a present right to payment for the asset. If a customer presently is obliged to pay for an asset, then that may indicate that the customer has obtained the ability to direct the use
of, and obtain substantially all of the remaining benefits from, the
asset in exchange.
b. The customer has legal title to the asset. Legal title may indicate
which party to a contract has the ability to direct the use of, and
obtain substantially all of the remaining benefits from, an asset or
to restrict the access of other entities to those benefits. Therefore,
the transfer of legal title of an asset may indicate that the customer
has obtained control of the asset. If an entity retains legal title
solely as protection against the customer's failure to pay, those
rights of the entity would not preclude the customer from obtaining
control of an asset.
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c. The entity has transferred physical possession of the asset. The
customer's physical possession of an asset may indicate that the
customer has the ability to direct the use of and obtain substantially all of the remaining benefits from the asset or to restrict the
access of other entities to those benefits. However, physical possession may not coincide with control of an asset. For example, in
some repurchase agreements and in some consignment arrangements, a customer or consignee may have physical possession of
an asset that the entity controls. Conversely, in some bill-and-hold
arrangements, the entity may have physical possession of an asset
that the customer controls. Paragraphs 66–78, 79–80, and 81–84
of FASB ASC 606-10-55 provide guidance on accounting for repurchase agreements, consignment arrangements, and bill-and-hold
arrangements, respectively.
d. The customer has the significant risks4 and rewards of ownership of
the asset. The transfer of the significant risks and rewards of ownership of an asset to the customer may indicate that the customer
has obtained the ability to direct the use of and obtain substantially all of the remaining benefits from the asset. However, when
evaluating the risks and rewards of ownership of a promised asset, an entity should exclude any risks that give rise to a separate
performance obligation in addition to the performance obligation
to transfer the asset. For example, an entity may have transferred
control of an asset to a customer but not yet satisfied an additional
performance obligation to provide maintenance services related to
the transferred asset.
e. The customer has accepted the asset. The customer's acceptance of
an asset may indicate that the customer has obtained the ability to
direct the use of and obtain substantially all of the remaining benefits from the asset. To evaluate the effect of a contractual customer
acceptance clause on when control of an asset is transferred, an
entity should consider the guidance in paragraphs 85–88 of FASB
ASC 606-10-55.
.108 The next several sections describe revenue recognition criteria under
FASB ASU No. 2014-09 that fall outside the five-step process described in the
previous sections.

Incremental Costs of Obtaining a Contract
.109 An entity should recognize as an asset the incremental costs of obtaining a contract with a customer if the entity expects to recover those costs.
The incremental costs of obtaining a contract are those costs that an entity
incurs to obtain a contract with a customer that it would not have incurred if
the contract had not been obtained (for example, a sales commission). Costs to
obtain a contract that would have been incurred regardless of whether the contract was obtained should be recognized as an expense when incurred, unless
those costs are explicitly chargeable to the customer regardless of whether the
contract is obtained.
4
This is a technical term discussed in the AICPA Audit Guide Assessing and Responding to
Audit Risk in a Financial Statement Audit and later in this alert.
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.110 As a practical expedient, an entity may recognize the incremental
costs of obtaining a contract as an expense when incurred if the amortization
period of the asset that the entity otherwise would have recognized is one year
or less.

Costs of Fulfilling a Contract
.111 An entity should recognize an asset from the costs incurred to fulfill
a contract only if those costs meet all of the following criteria:
a. The costs relate directly to a contract or to an anticipated contract
that the entity can specifically identify (for example, costs relating
to services to be provided under renewal of an existing contract
or costs of designing an asset to be transferred under a specific
contract that has not yet been approved).
b. The costs generate or enhance resources of the entity that will be
used in satisfying (or in continuing to satisfy) performance obligations in the future.
c. The costs are expected to be recovered.
.112 For costs incurred in fulfilling a contract with a customer that are
within the scope of another topic (for example, FASB ASC 330, Inventory; FASB
ASC 360, Property, Plant, and Equipment), an entity should account for those
costs in accordance with guidance in that other topic.
.113 Costs that relate directly to a contract (or a specific anticipated contract) include any of the following:
a. Direct labor (for example, salaries and wages of employees who
provide the promised services directly to the customer)
b. Direct materials (for example, supplies used in providing the
promised services to a customer)
c. Allocations of costs that relate directly to the contract or to contract
activities (for example, costs of contract management and supervision, insurance, and depreciation of tools and equipment used in
fulfilling the contract)
d. Costs that are explicitly chargeable to the customer under the contract
e. Other costs that are incurred only because an entity entered into
the contract (for example, payments to subcontractors)
.114 The following costs should be expensed when incurred:
a. General and administrative costs (unless those costs are explicitly
chargeable to the customer under the contract, in which case an
entity should evaluate those costs in accordance with FASB ASC
340-40-25-7)
b. Costs of wasted materials, labor, or other resources to fulfill the
contract that were not reflected in the price of the contract
c. Costs that relate to satisfied performance obligations (or partially
satisfied performance obligations) in the contract (that is, costs that
relate to past performance)
d. Costs for which an entity cannot distinguish whether the costs
relate to unsatisfied performance obligations or to satisfied performance obligations (or partially satisfied performance obligations)
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Amortization and Impairment
.115 An asset recognized either for incremental costs of obtaining a contract with a customer (in accordance with FASB ASC 340-40-25-1) or for costs
incurred to fulfill a contract (in accordance with FASB ASC 340-40-25-5) should
be amortized on a systematic basis that is consistent with the transfer to the
customer of the goods or services to which the asset relates.
.116 Amortization should be updated to reflect a significant change in the
entity's expected timing of transfer to the customer of the goods or services to
which the asset relates. Such a change should be accounted for as a change
in accounting estimate in accordance with FASB ASC 250-10 on accounting
changes and error corrections.
.117 An entity should recognize an impairment loss in profit or loss to the
extent that the carrying amount of an asset recognized for incremental costs of
obtaining a contract with a customer or for costs incurred to fulfill a contract
exceeds

r
r

the remaining amount of consideration that the entity expects to
receive in exchange for the goods or services to which the asset
relates, less
the costs that relate directly to providing those goods or services
and that have not been recognized as expenses (see FASB ASC
340-40-25-7).

.118 For the purposes of determining the amount of consideration that an
entity expects to receive, an entity should use the principles for determining
the transaction price (except for the guidance in paragraphs 11–13 of FASB
ASC 606-10-32 on constraining estimates of variable consideration) and adjust
that amount to reflect the effects of the customer's credit risk.
.119 Before an entity recognizes an impairment loss for an asset recognized for incremental costs of obtaining a contract with a customer or for costs
incurred to fulfill a contract, it should recognize any impairment loss for assets
related to the contract that are recognized in accordance with other guidance
(for example, FASB ASC 330 on inventory; FASB ASC 985-20 on costs of software to be sold, leased, or otherwise marketed; FASB ASC 360 on property,
plant, and equipment; and FASB ASC 350 on goodwill and other intangibles).
.120 After applying the impairment test in FASB ASC 340-40-35-3, an
entity should include the resulting carrying amount of the asset recognized in
accordance with FASB ASC 340-40-25-1 or ASC 340-40-25-5 in the carrying
amount of the asset group or reporting unit to which it belongs for the purpose
of applying the guidance in FASB ASC 360 and ASC 350 to that asset group
or reporting unit. An entity should not recognize a reversal of an impairment
loss previously recognized.

Disclosures
.121 The revenue recognition standard states that the objective of the disclosure requirements is to enable users of financial statements to understand
the nature, amount, timing, and uncertainty of revenue and cash flows arising
from contracts with customers and of assets recognized from the costs to obtain
or fulfill a contract with a customer. Qualitative and quantitative information
is required about the following:
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a. Contracts with customers—including revenue and impairments
recognized, disaggregation of revenue, and information about contract balances and performance obligations (including the transaction price allocated to the remaining performance obligations)
b. Significant judgments and changes in judgments—determining the
timing of satisfaction of performance obligations (over time or at a
point in time), and determining the transaction price and amounts
allocated to performance obligations
c. Assets recognized from the costs to obtain or fulfill a contract
.122 For contract balances, an entity should disclose all of the following:
a. The opening and closing balances of receivables, contract assets,
and contract liabilities, if not otherwise separately presented or
disclosed
b. Revenue recognized in the reporting period that was included in
the contract liability balance at the beginning of the period
c. Revenue recognized in the reporting period from performance obligations satisfied (or partially satisfied) in previous periods (for example, changes in transaction price)
.123 For disclosures on performance obligations, the description should
include all of the following:
a. When the entity typically satisfies its performance obligations including when performance obligations are satisfied in a bill-andhold arrangement
b. The significant payment terms
c. The nature of the goods or services that the entity has promised to
transfer, highlighting any performance obligations to arrange for
another party to transfer goods or services (that is, if the entity is
acting as an agent)
d. Obligations for returns, refunds, and other similar obligations
e. Types of warranties and related obligations
.124 Nonpublic entities may omit specific disclosures related to the following:

r
r
r
r
r
r

Quantitative disaggregation disclosures
Contract balances
Transaction price allocated to remaining performance obligations
Certain information related to significant judgments
Use of practical expedients
Certain information related to costs incurred to obtain or fulfill a
contract with a customer

Warranties
.125 It is common for an entity to provide (in accordance with the contract,
the law, or the entity's customary business practices) a warranty in connection
with the sale of a product (whether a good or service). The nature of a warranty
can vary significantly across industries and contracts. Some warranties provide
a customer with assurance that the related product will function as the parties
intended because it complies with agreed-upon specifications. Other warranties
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provide the customer with a service in addition to the assurance that the
product complies with agreed-upon specifications.
.126 If a customer has the option to purchase a warranty separately (for
example, because the warranty is priced or negotiated separately), the warranty is a distinct service because the entity promises to provide the service to
the customer in addition to the product that has the functionality described in
the contract. In those circumstances, an entity should account for the promised
warranty as a performance obligation and allocate a portion of the transaction
price to that performance obligation.
.127 If a customer does not have the option to purchase a warranty separately, an entity should account for the warranty in accordance with the
guidance on product warranties in FASB ASC 460, Guarantees, unless the
promised warranty, or a part of the promised warranty, provides the customer
with a service in addition to the assurance that the product complies with
agreed-upon specifications.
.128 In assessing whether a warranty provides a customer with a service in addition to the assurance that the product complies with agreed-upon
specifications, an entity should consider factors such as
a. whether the warranty is required by law. If the entity is required by
law to provide a warranty, the existence of that law indicates that
the promised warranty is not a performance obligation because
such requirements typically exist to protect customers from the
risk of purchasing defective products.
b. the length of the warranty coverage period. The longer the coverage period, the more likely it is that the promised warranty is a
performance obligation because it is more likely to provide a service in addition to the assurance that the product complies with
agreed-upon specifications.
c. the nature of the tasks that the entity promises to perform. If it
is necessary for an entity to perform specified tasks to provide the
assurance that a product complies with agreed-upon specifications
(for example, a return shipping service for a defective product),
then those tasks likely do not give rise to a performance obligation.
.129 If a warranty, or a part of a warranty, provides a customer with a
service in addition to the assurance that the product complies with agreed-upon
specifications, the promised service is a performance obligation. Therefore, an
entity should allocate the transaction price to the product and the service. If an
entity promises both an assurance-type warranty and a service-type warranty
but cannot reasonably account for them separately, the entity should account
for both of the warranties together as a single performance obligation.
.130 A law that requires an entity to pay compensation if its products
cause harm or damage does not give rise to a performance obligation. For example, a manufacturer might sell products in a jurisdiction in which the law
holds the manufacturer liable for any damages (for example, to personal property) that might be caused by a consumer using a product for its intended
purpose. Similarly, an entity's promise to indemnify the customer for liabilities and damages arising from claims of patent, copyright, trademark, or other
infringement by the entity's products does not give rise to a performance obligation. The entity should account for such obligations in accordance with the
guidance on loss contingencies in FASB ASC 450, Contingencies.
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Licensing
.131 A license establishes a customer's rights to the intellectual property
of an entity. Licenses of intellectual property may include, but are not limited
to, any of the following:
a. Software (other than software subject to a hosting arrangement
that does not meet the criteria in FASB ASC 985-20-15-5) and
technology
b. Motion pictures, music, and other forms of media and entertainment
c. Franchises
d. Patents, trademarks, and copyrights
.132 An entity may promise to grant a license (or licenses) to a customer;
it may also promise to transfer other goods or services to the customer. Those
promises may be explicitly stated in the contract or implied by an entity's
customary business practices, published policies, or specific statements. As
with other types of contracts, when a contract with a customer includes a
promise to grant a license (or licenses) in addition to other promised goods
or services, an entity should apply the appropriate guidance within the new
standard to identify each of the performance obligations in the contract.
.133 If the promise to grant a license is not distinct from other promised
goods or services in the contract, an entity should account for the promise to
grant a license and those other promised goods or services together as a single
performance obligation. Examples of licenses that are not distinct from other
goods or services promised in the contract include the following:
a. A license that forms a component of a tangible good and that is
integral to the functionality of the good
b. A license that the customer can benefit from only in conjunction
with a related service (such as an online service provided by the
entity that enables, by granting a license, the customer to access
content)
.134 When a single performance obligation includes a license (or licenses)
of intellectual property and one or more other goods or services, the entity
considers the nature of the combined good or service for which the customer
has contracted (including whether the license that is part of the single performance obligation provides the customer with a right to use or a right to
access intellectual property in accordance with paragraphs 59–60 and 62–64A
of FASB ASC 606-10-55) in determining whether the combined good or service
is satisfied over time or at a point in time in accordance with paragraphs 23–30
of FASB ASC 606-10-25 and, if over time, in selecting an appropriate method
for measuring progress in accordance with paragraphs 31–37 of FASB ASC
606-10-25.
.135 In evaluating whether a license transfers to a customer at a point in
time or over time, an entity should consider whether the nature of the entity's
promise in granting the license to a customer is to provide the customer with
either
a. a right to access the entity's intellectual property throughout the
license period (or its remaining economic life, if shorter) or
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b. a right to use the entity's intellectual property as it exists at the
point in time at which the license is granted.
.136 An entity should account for a promise to provide a customer with a
right to access the entity's intellectual property as a performance obligation satisfied over time because the customer will simultaneously receive and consume
the benefit from the entity's performance of providing access to its intellectual
property as the performance occurs. An entity should apply paragraphs 31–37
of FASB ASC 606-10-25 to select an appropriate method to measure its progress
toward complete satisfaction of that performance obligation to provide access
to its intellectual property.
.137 An entity's promise to provide a customer with the right to use its
intellectual property is satisfied at a point in time. The entity should apply
FASB ASC 606-10-25-30 to determine the point in time at which the license
transfers to the customer.
.138 Revenue cannot be recognized from a license of intellectual property
before
a. an entity provides (or otherwise makes available) a copy of the
intellectual property to the customer, and
b. the beginning of the period during which the customer is able to
use and benefit from its right to access or its right to use the intellectual property. That is, an entity would not recognize revenue
before the beginning of the license period even if the entity provides
(or otherwise makes available) a copy of the intellectual property
before the start of the license period or the customer has a copy
of the intellectual property from another transaction. For example,
an entity would recognize revenue from a license renewal no earlier
than the beginning of the renewal period.
.139 To determine whether the entity's promise provides a right to access
its intellectual property or a right to use its intellectual property, the entity
should consider the nature of the intellectual property to which the customer
will have rights. There are two categories of intellectual property:
a. Functional intellectual property. Intellectual property that has
significant stand-alone functionality (for example, the ability to
process a transaction, perform a function or task, or to be played
or aired). Functional intellectual property derives a substantial
portion of its utility (that is, its ability to provide benefit or value)
from its significant stand-alone functionality.
b. Symbolic intellectual property. Intellectual property that is not
functional intellectual property (that is, intellectual property that
does not have significant stand-alone functionality). Because symbolic intellectual property does not have significant stand-alone
functionality, substantially all of the utility of symbolic intellectual property is derived from its association with the entity's past
or ongoing activities, including its ordinary business activities.
.140 A customer's ability to derive benefit from a license to symbolic intellectual property depends on the entity continuing to support or maintain
the intellectual property. Therefore, a license to symbolic intellectual property
grants the customer a right to access the entity's intellectual property, which
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is satisfied over time (see paragraphs 58A and 58C of FASB ASC 606-10-55) as
the entity fulfills its promise to
a. grant the customer rights to use and benefit from the entity's intellectual property, and
b. support or maintain the intellectual property. An entity generally
supports or maintains symbolic intellectual property by continuing
to undertake those activities from which the utility of the intellectual property is derived or refraining from activities or other
actions that would significantly degrade the utility of the intellectual property.
.141 A license to functional intellectual property grants a right to use
the entity's intellectual property as it exists at the point in time at which the
license is granted, unless both of the following criteria are met:
a. The functionality of the intellectual property to which the customer
has rights is expected to substantively change during the license
period as a result of activities of the entity that do not transfer a
promised good or service to the customer (see paragraphs 16–18
of FASB ASC 606-10-25). Additional promised goods or services
(for example, intellectual property upgrade rights or rights to use
or access additional intellectual property) are not considered in
assessing this criterion.
b. The customer is contractually or practically required to use the updated intellectual property resulting from the activities in criterion
(a).
.142 Because functional intellectual property has significant stand-alone
functionality, an entity's activities that do not substantively change that functionality do not significantly affect the utility of the intellectual property to
which the customer has rights. Therefore, the entity's promise to a customer
in granting a license to functional intellectual property does not include supporting or maintaining the intellectual property. Consequently, if a license to
functional intellectual property is a separate performance obligation and does
not meet the criteria in FASB ASC 606-10-55-62, it is satisfied at a point in
time.
.143 When determining whether the entity satisfies its performance obligation at a point in time or over time, the following are not considered:
a. Restrictions of time, geographical region, or use. These attributes
define the scope of a customer's right to use or right to access the
entity's intellectual property and, therefore, do not define whether
the entity satisfies its performance obligation at a point in time or
over time. Such attributes do not create an obligation for the entity
to transfer any additional rights to use or access its intellectual
property.
b. Guarantees provided by the entity that it has a valid patent to intellectual property and that it will defend that patent from unauthorized use. Such guarantees do not affect whether a license provides
a right to access the entity's intellectual property or a right to use
the entity's intellectual property. Similarly, a promise to defend a
patent right is not a promised good or service because it provides
assurance to the customer that the license transferred meets the
specifications of the license promised in the contract.
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Comparison to Existing Guidance
With the issuance of FASB ASU No. 2014-09, there is only one approach
to accounting for licenses across all industries. The entity should determine
whether the license is a performance obligation based on criteria described
in the preceding paragraphs or whether it should be bundled with other
promised goods or services. If considered a performance obligation, it should
be accounted for either as a promise to provide a right to use (satisfied at a
point in time) or a promise to provide a right of access (satisfied over time).
When considered a performance obligation satisfied at a point in time, applying the new guidance will likely result in accelerated revenue recognition.

Sales-Based or Usage-Based Royalties
.144 As discussed in the "Constraining Estimates of Variable Consideration" section, an entity should recognize revenue for a sales-based or usagebased royalty promised in exchange for a license of intellectual property only
when (or as) the later of the following events occurs:
a. The subsequent sale or usage occurs.
b. The performance obligation to which some or all of the sales-based
or usage-based royalty has been allocated has been satisfied (or
partially satisfied).
.145 This guidance applies when the royalty relates only to a license of
intellectual property or when a license of intellectual property is the predominant item to which the royalty relates. For example, the license of intellectual
property may be the predominant item to which the royalty relates when the
entity has a reasonable expectation that the customer would ascribe significantly more value to the license than to the other goods or services to which
the royalty relates. When this guidance is met, revenue from a sales-based
or usage-based royalty should be recognized in full in accordance with the
guidance in FASB ASC 606-10-55-65. When this guidance is not met, the guidance in paragraphs 5–14 of FASB ASC 606-10-32 applies to the sales-based or
usage-based royalty.

Principal Versus Agent Considerations
.146 When another party is involved in providing goods or services to a
customer, the entity should determine whether the nature of its promise is a
performance obligation to provide the specified goods or services itself (that is,
the entity is a principal) or to arrange for the other party to provide those goods
or services (that is, the entity is an agent).
.147 An entity is a principal if the entity controls the specified good or
service before the entity transfers the good or service to a customer. However,
an entity does not necessarily control the specified good if the entity obtains
legal title to that good only momentarily before legal title is transferred to a
customer. An entity that is a principal in a contract may satisfy a performance
obligation by itself or it may engage another party (for example, a subcontractor) to satisfy some or all of a performance obligation on its behalf. When an
entity that is a principal satisfies a performance obligation, the entity recognizes revenue in the gross amount of consideration to which it expects to be
entitled in exchange for those goods or services transferred.
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.148 An entity is an agent if the entity's performance obligation is to arrange for the provision of goods or services by another party. When an entity
that is an agent satisfies a performance obligation, the entity recognizes revenue in the amount of any fee or commission to which it expects to be entitled
in exchange for arranging for the other party to provide its goods or services.
An entity's fee or commission might be the net amount of consideration that
the entity retains after paying the other party the consideration received in
exchange for the goods or services to be provided by that party.
.149 Indicators that an entity controls the specified good or service before
it is transferred to the customer (and is therefore a principal) include, but are
not limited to, the following:

r
r
r

The entity is primarily responsible for fulfilling the promise to
provide the specified good or service.
The entity has inventory risk before the specified good or service
has been transferred to a customer or after transfer of control to
the customer (for example, if the customer has a right of return).
The entity has discretion in establishing the price for the specified
good or service. In some cases, an agent can have discretion in
establishing prices. For example, an agent may be involved in
setting prices in order to generate additional revenue from its
service of arranging for goods or services to be provided by other
parties to customers.

.150 If another party assumes the entity's performance obligations and
contractual rights so that the entity is no longer obliged to satisfy the performance obligation to transfer the specified good or service to the customer
(that is, the entity is no longer acting as the principal), the entity should not
recognize revenue for that performance obligation. Instead, the entity should
evaluate whether to recognize revenue for satisfying a performance obligation
to obtain a contract for the other party (that is, whether the entity is acting as
an agent).

Presentation of Revenue Under the New Guidance
.151 Paragraphs 1–5 of FASB ASC 606-10-45 require that when either
party to a contract has performed its obligation, an entity should present the
contract in the statement of financial position as a contract asset or a contract
liability, depending on the relationship between the entity's performance and
the customer's payment. An entity should present any unconditional rights to
consideration separately as a receivable.
.152 Contract Liability. If a customer pays consideration, or an entity
has a right to an amount of consideration that is unconditional (that is, a
receivable), before the entity transfers a good or service to the customer, the
entity should present the contract as a contract liability when the payment is
made or the payment is due (whichever is earlier). A contract liability is an
entity's obligation to transfer goods or services to a customer for which the
entity has received consideration (or an amount of consideration is due) from
the customer.
.153 Contract Asset. If an entity performs its obligation by transferring
goods or services to a customer before the customer pays consideration, the
entity should present the contract as either a contract asset or as a receivable,
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depending on the nature of the entity's right to consideration for its performance.

r
r

A contract asset is an entity's right to consideration in exchange
for goods or services that the entity has transferred to a customer,
when the right is conditional upon something other than the passage of time.
A receiveable is an entity's right to consideration that is unconditional. A right to consideration is unconditional if only the passage
of time is required before payment of that consideration is due.
An entity should account for a receiveable in accordance with
FASB ASC 310, Receivables. Upon initial recognition of a receivable from a contract with a customer, any difference between the
measurement of the receivable in accordance with Topic 310 and
the corresponding amount of revenue recognized should be presented as an expense (for example, as an impairment loss).

.154 An entity is not prohibited from using alternative descriptions in
the statement of financial position (instead of contract asset and contract liability). If an alternative description is used for a contract asset, an entity
should provide sufficient information for a user of the financial statements
to distinguish between unconditional rights to consideration (receivables) and
conditional rights to consideration (contract assets).

Tax Effect of FASB ASU No. 2014-09
.155 The tax effect of FASB ASU No. 2014-09 will vary from business to
business. Although the effective date of the new standard is not immediate,
some tax-related questions to ask today follow here:
a. Will larger or different (or both) book or tax (or both) differences
result from the changes in revenue recognition? How might these
differences affect schedules M-1 and M-3 on tax returns? Could a
large tax liability that needs to be planned for be approaching?
b. How will the company's current reporting of deferred taxes be affected (for both the balance sheet and income statement)?
c. In certain instances, does revenue recognition for tax purposes depend on revenue recognition for financial accounting purposes?
Consider advance payments, for example. Consider what would
happen if the company previously excluded payments from taxable income (by following the book method), but now some of the
recognition of these payments will be accelerated.
d. How are costs for obtaining a contract affected? The new standard
addresses when the costs of obtaining a contract must be capitalized versus expensed and may differ slightly from the federal
income tax treatment of those costs.
e. How might state and local taxes be affected? The presentation and
treatment of certain state and local taxes may also vary based on
the principal versus agent guidance.
f. For multi-state companies, are allocation and appointment of revenues affected? Consideration must be given to the allocation
and apportionment of revenues for multi-state companies. Though
many states follow the federal rules, there are subtle differences
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g.

h.

i.

j.

between states, and appropriate advance research should be done
to ensure compliance.
Is the percentage of completion method being calculated and used
correctly? Certain industries are currently required to use the percentage of completion method of accounting under the federal income tax rules and may need to pay special attention to the new
standard.
Are there any transfer pricing implications that need to be addressed? Companies with foreign subsidiaries may need to reconsider their pricing methods if they are currently tied to the timing
of revenue recognition. This can lead to substantial additional work
in order to perform pricing studies and prepare the necessary documentation to support the new policy.
How might investments in foreign subsidiaries be affected? Companies with investments in foreign subsidiaries may determine that
they have an outside or "tax basis" that differs from their "book basis" investment that they expect to recognize in the current year.
The new standard could produce a difference in how the expected
transaction must be recorded.
Could there be any benefits in adopting a new accounting method
for tax purposes (Form 3115, "Application for Change in Accounting
Method")? For example, could conformity in book and tax methods
(if allowable) be beneficial? Further, whether the requested method
is currently allowed and automatic will also determine whether an
uncertainty in future taxes or liability accrual must be included in
the current financial statements.

.156 This information is meant to provide a general overview of the possible tax implications of the new revenue recognition standards under FASB
ASU No. 2014-09. It is not an exhaustive analysis of the potential effects, and
entities should ensure a competent professional is available to interpret and
apply the new guidance.

Comparison to IFRS
.157 One of the objectives for the issuance of the new standard is to
converge IFRS and U.S. GAAP; however, a number of minor differences still
exist, including, but not limited to, the following:5

r

r

Collectibility threshold. Under both U.S. GAAP and IFRS, the
threshold for collectibility is whether collectibility is "probable,"
which is similar to current guidance under each of the frameworks. It should be noted that "probable" has different definitions under U.S. GAAP and IFRS. Under U.S. GAAP, it is defined
as "likely to occur"; some IFRSs define it as "more likely than
not." Because "probable" is a slightly higher threshold under U.S.
GAAP than under IFRS, the two sets of standards may differ in
what is considered a contract with a customer.
Interim disclosure requirements. The revenue recognition under
U.S. GAAP requires additional interim financial statement disclosures for public entities as compared to IFRS. Under IFRS 15, the

5
For a complete list of differences, refer to the appendix, "Comparison of Topic 606 and IFRS
15," of FASB ASU No. 2016-12.
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only disclosure requirement for contracts with customers in addition to existing interim reporting requirements is the disclosure of
disaggregated revenue in an entity's interim financial statement.
Under U.S. GAAP, FASB requires interim disclosures regarding
contract balances and remaining performance obligations, in addition to disaggregated revenue.
Nonpublic entity requirements. Though the requirements in FASB
ASU No. 2014-09 apply to nonpublic entities and offer specific
practical expedients, IFRS 15 does not apply to nonpublic entities.
IFRS for Small and Medium-Sized Entities is available for entities
that do not have public accountability.
Impairment loss reversal. FASB ASU No. 2014-09 does not allow an entity to reverse an impairment loss on an asset that is
recognized in accordance with the guidance on costs to obtain or
fulfill a contract. In contrast, IFRS 15 requires an entity to reverse
impairment losses.

Auditing Considerations
.158 This section of the alert helps you plan and perform your audits and
can be used by auditors and an entity's internal management to identify the
significant auditing considerations relevant to FASB ASC 606 and subsequent
updates to that section in FASB ASC. The information in this section will help
you identify the risks that may result in the material misstatement of financial
statements, including significant risks requiring special audit consideration.
.159 Revenue commands a critical importance in the financial statements
of entities, and revenue recognition is frequently cited in financial reporting
frauds. Thus, revenue recognition remains a priority for regulators and the
accounting profession. Implementing FASB ASU No. 2014-09 will likely be
the most significant and comprehensive change for most entities and their
auditors in many years. This alert encompasses audit requirements to obtain
evidence regarding the recognition of revenues, opening balances, and required
disclosures.
.160 Revenue is generally the largest single line item included in an
entity's financial statements, and issues involving revenue recognition are often among the more significant issues that financial statement preparers and
auditors face. Many challenges exist in accounting for revenue transactions,
including (1) determining whether, when, and how to recognize revenue based
on the new authoritative accounting standards and (2) ensuring all the facts
surrounding a particular, often unique, transaction are known and have been
considered because the accounting conclusions can be significantly affected by
these facts. The core of auditing revenue lies in obtaining reasonable assurance
that the underlying accounting for a transaction is consistent with the relevant
revenue recognition standards. Thus, the first step for all entities and their auditors is comprehending and understanding the accounting requirements as
applied in the specific circumstances of the entity. A key element of FASB ASC
606 is its applicability to all entities in all industries, in lieu of the previous
industry-specific revenue recognition guidance. Other standards may address
specific related issues, such as lease contracts, guarantees, nonmonetary exchanges, financial instruments, or specific industry guidance.
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.161 This section of the alert provides an overview of the five-step model
outlined in FASB ASC 606 with observations regarding auditing issues that can
arise during each of these phases. This alert continues with a series of topical
auditing subjects that expand on how these auditing areas may be affected by
FASB ASC 606. It is important to note that there are many instances where
estimates and judgments will be critical to revenue recognition. Entities and
auditors will likely experience challenges producing and evaluating evidence
that supports the assertions about the resulting values and disclosures.
.162 As previously covered in the "Accounting Considerations" section, the
guidance in FASB ASC 606 should be applied starting with annual reporting
periods beginning after December 15, 2017, for public entities, and December
15, 2018, for all other entities. Until then, or upon an entity's early adoption
of FASB ASC 606, the existing guidance applicable to revenue recognition
remains relevant, including the guidance provided in the AICPA Audit Guide
Auditing Revenue in Certain Industries.

Auditing the Five-Step Model of FASB ASC 606
.163 This subsection of the alert describes audit issues that may arise
under the five-step model. Italicized text in this subsection is derived from
FASB ASC 606.
.164 The five steps for recognizing revenue under FASB ASC 606 are the
following:
1.
2.
3.
4.

Identify the contract(s) with a customer.
Identify the performance obligation(s) in the contract.
Determine the transaction price.
Allocate the transaction price to the performance obligation(s) in
the contract.
5. Recognize revenue when (or as) the entity satisfies a performance
obligation.

Step 1: Identify the Contract(s) With a Customer
.165 To apply the new model, an entity should first identify the contract,
or contracts, to provide goods and services to customers. Any contracts with
customers in the scope of FASB ASC 606 that create enforceable rights and
obligations are accounted for in accordance with the new guidance. FASB ASC
606-10-25-1 provides criteria that a contract with a customer should meet to be
accounted for under the new model. These criteria may differ significantly from
current practice in some applications. The form of the contract may be written,
verbal, or implied by customary business practices but should be enforceable
and have commercial substance. An entity should consider all relevant facts
and circumstances when assessing whether an arrangement meets the definition of a contract under FASB ASC 606. For example, a purchase order
may represent a contract under FASB ASC 606 for one entity, but a different
entity may need to consider a purchase order in tandem with a separate executed master agreement on which to base its revenue recognition assessment.
The answer may depend on facts and circumstances that vary from entity to
entity.
.166 The practices and processes for establishing contracts with customers
may vary across legal jurisdictions, industries, and entities. An entity would
normally consider those practices and processes when determining whether an
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agreement creates enforceable rights and obligations of the entity. Expert legal
advice may be necessary to determine whether a contract is legally enforceable, especially for oral or "implicit" contracts. In addition, it may be difficult to
identify the jurisdiction over a contract that spans various states or nations in
international commerce. Auditors will usually obtain evidence from management for their conclusion that the contract is legally enforceable and has an
enforceable right to payment. Accounting management and auditors may need
to interact with their respective legal resources to make this assessment.
.167 Some issues for management and their auditors to consider are the
following:
a. The parties to the contract have approved the contract to perform
their respective obligations. When the contract is oral or implied,
audit evidence is still required to support the terms of the agreement. Management may need to develop a policy to reflect the approval requirements for their contract types. Management's policy
may differ from revenue stream to revenue stream and contract to
contract depending on the relevant facts and circumstances when
assessing whether the parties intend to be bound by the contract.
Also, depending on legal requirements, a written contract may not
be required even if one is used, and the entity may have to account for an arrangement as soon as performance begins rather
than when the contract is signed. The auditor will likely evaluate the evidence of contract approval. Such evidence may include
confirmation with the customer regarding the date it approved the
contract. FASB ASC 606-10-25-2 requires entities to consider all
relevant facts and circumstances to assess whether the parties are
committed to perform their respective obligations under, and intend to be bound by, the terms of the contract. Management's commitment may be all or less than all of the rights and obligations to
be fulfilled. Entities will need sufficient and appropriate evidence
(considering both positive and negative) to be able to conclude that
the parties are substantially committed to the contract. Auditors
will likely evaluate this evidence and possibly management's controls in this area.
b. The rights of the parties are identified regarding the goods or services transferred. Entities may need to objectively identify both
explicit and implicit rights contained in the contract. For example,
an entity's past practices might indicate that it implicitly offers
a general right of return to its customers. Accordingly, management may conclude, based on its historical evidence, that a specific
customer contract contains a general right of return even if the
contract says otherwise or is silent. In addition, entities will potentially need to discern any substantive versus nonsubstantive
rights. Auditors will normally need to assess those management
conclusions.
c. The payment terms are identified. In a significant change from current practice, identifying the payment terms does not require that
the transaction price be fixed or stated in the contract with the
customer. Provided there is an enforceable right to payment (as
a matter of law) and the contract contains sufficient information
to enable the entity to estimate the transaction price, the contract
is likely to qualify for accounting under the new model (assuming
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all other criteria for accounting for a contract with a customer
are met). If there is significant uncertainty in the risk, timing, or
amount of the entity's future cash flows as a result of the terms
of the contract, auditing the assumptions surrounding estimated
revenue becomes more challenging.
d. The contract has commercial substance. Determining whether an
arrangement has commercial substance for the purposes of FASB
ASC 606 is consistent with the commercial substance determination elsewhere in U.S. GAAP. However, this determination may
require significant judgment. Legal issues may be involved in certain contracts. Auditors may need to interact with legal resources
to resolve complex issues. Inquiries combined with other evidence
and representations may be necessary to provide sufficient and
appropriate audit evidence.
e. Collection of consideration is probable. FASB ASC 606-10-25-5
states that an entity should evaluate at contract inception (and
again when significant facts and circumstances change) whether it
is probable that the entity will collect the consideration to which it
expects to be entitled in exchange for transferring goods or services
to a customer. The term "probable" is defined consistently within
existing U.S. GAAP as "likely to occur." Significant judgment will
often be involved in a collectibility assessment at contract initiation. Such assessment under FASB ASC 606 is based on the amount
to which the entity expects to be entitled (that is, the transaction
price) and not the stated contract price. The transaction price may
be less than the contract price because the entity intends to offer a price concession. The entity will likely need to involve those
within the organization responsible for initiation of contracts and
evaluation of credit risk when assessing collectibility. Collectibility
is difficult to objectively assess, often more so at the inception of
the contract. Auditors will typically consider all relevant evidence
when evaluating an entity's assertions around the collectibility of
consideration to which the entity is entitled. Evidence of a customer's intent and ability to pay or about the intent to offer price
or service concessions may need to be gathered.
i. The transaction price is equal to the amount to which the
entity expects to be entitled, not the amount that the entity expects to receive (therefore, without regard to collection risk). The transaction price is not adjusted for customer credit risk; instead, impairments to receivables will
be separately presented as an expense. If collectibility is
not considered probable, a contract does not exist. Under
FASB ASC 606, there is no specific recognition threshold
for expectations about collectibility. It may be difficult to
determine whether there exists a possible impairment to
the receivable or, instead, whether the contract did not
really exist. Entities evaluating relatively large contracts
with significant financial impact might be more reluctant
to reach the conclusion that the contract did not exist. Auditor judgment will often be necessary in differentiating
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between collectibility and impairment, as will be skepticism when evaluating possible bias.
ii. Collectibility is not considered in the transaction price;
however, it is a factor when determining whether a valid
contract exists. There are potential significant management judgments involved in this process with potentially
significant effects on revenue recognition. Evidence beyond management's assertion or an auditor's inquiry is
expected to support management's assessments and judgments. The historical accuracy of collection estimates may
be considered by management and is a common auditor
consideration when reviewing management's assessments
and judgments.
.168 On an ongoing basis throughout the term of the arrangement, entity
procedures and controls may be necessary to assess arrangements that did not
initially meet the criteria to determine whether the criteria are subsequently
met. If a contract does not initially meet the criteria to be identified and accounted for as a contract under the standard, this may change in future periods,
therefore requiring a periodic reassessment.
.169 If an entity receives nonrefundable consideration from the customer,
but the contract does not meet the criteria to be considered a contract under the
standard, an entity should recognize revenue only when certain specific events
have occurred. An entity should recognize the consideration received from a
customer as a liability until one of the events in FASB ASC 606-10-25-7 occurs
or until the criteria in FASB ASC 606-10-25-1 are met. Entities should not
default to recognizing revenue on a cash basis in these situations, and auditors
should be alert for potential errors or management bias and the potential to
recognize revenue improperly in these circumstances.

Combination of Contracts
.170 An entity should combine two or more contracts entered into at or
near the same time when the contracts are negotiated as a package with a single
commercial objective, the amount of the consideration to be paid in one contract
depends on the price or performance of the other contract, or the goods and
services promised in the contracts are a single performance obligation. Whether
the contracts have been entered into at or "near" the same time may require
judgment by the entity, which may then be assessed by the auditor. It may be
difficult to assess proper revenue recognition when one related contract is complete but, because the performance on another related contract is not complete,
revenue may not be realized. If the establishment of separate contracts and
performance obligations can be performed or revised after the inception of the
transactions, questions may arise about whether the contracts should be combined or whether a contract modification has resulted. If two or more contracts
are inappropriately accounted for separately, the amount of consideration allocated to the performance obligations in each contract might not faithfully
depict the value of the goods or services transferred to the customer. Auditors will usually evaluate the evidence management has established around
the criteria for combining (or not combining) contracts and make a materiality
assessment for those contracts that don't meet the criteria that management
elected to combine (or vice versa).
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Contract Modifications
.171 An entity should account for a contract modification as a separate contract if both of the following conditions are present: (1) the scope of the contract
increases because of the addition of promised goods or services that are distinct,
and (2) the price of a contract increases by an amount of consideration that
reflects the entity's stand-alone selling prices of the additional promised goods
or services.6 The board's overall objective with the new contract modification
guidance is to reflect an entity's rights and obligations arising from the modified contract. In order to "faithfully depict" an entity's rights and obligations
arising from a modified contract, an entity may account for some modifications
prospectively and others on a cumulative catch-up basis. The accounting for
a contract modification depends on whether the additional promised goods or
services are distinct. This determination may require judgment on the part of
management, and auditors will often seek evidence of these judgments (refer
to Step 2 for additional details). Further, although it is always required that
a contract be approved to apply modification accounting, if the entity has not
yet determined the price, the entity should estimate the change to the transaction price using the variable consideration guidance. These circumstances
will likely pose challenges for management, especially in situations without a
final negotiated price. Auditors will usually need to evaluate contract modifications, including the completeness of the population of contract modifications
identified by management, and will usually need to evaluate the sufficiency of
evidence around approval of modifications to contracts without a final price.
In addition, a potential issue could arise when overall contracts or individual
performance obligations are not initially material, but then a change in the
contract or materiality causes them to become material, either quantitatively,
qualitatively, or both.

Step 2: Identify the Performance Obligations in the Contract
.172 Step 2 is a very important step for entities because significant judgment is involved. Also, the identified performance obligations can vary from the
units of accounting under pre-FASB ASC 606 revenue recognition guidance.7
The auditor will typically seek to understand the nature of the contracts, the
number of contracts, and controls over identifying performance obligations in
contracts, among other things. This may help define the nature of auditing
procedures and the level of skill and knowledge necessary in order to perform
audit procedures in this area.
.173 A performance obligation8 is a promise in a contract with a customer
to transfer a distinct good or service or a series of distinct goods or services to
the customer. The promised goods or services in a contract may be identified
explicitly in that contract; however, in some cases, promises to provide goods
or services may be implied by the entity's customary business practices. This
factor highlights the importance of the auditor's understanding of the entity's
business practices. The identification of performance obligations is an important issue for management to address because performance obligations are a
6
This guidance is from FASB Accounting Standards Codification (ASC) 606-10-25-12. Note that
paragraphs 10–11 of FASB ASC 606-10-25 state that a modification is a change in the scope or price
(or both).
7
This is illustrated by efforts made by the FASB and IASB Transition Resource Group (TRG)
to clarify certain elements of the new guidance.
8
The unit of account currently referred to as "deliverables" or "elements" in a multiple element
arrangement is specifically defined in FASB ASC 606 and referred to as a "performance obligation."
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foundation for appropriate revenue recognition. Early analysis regarding new
types of contracts can result in an awareness of new issues and a better chance
to obtain evidence to support the revenue recognition approach. Auditors would
ordinarily perform assessments during the transition phase, and on an ongoing
basis, to evaluate management's assertions.
.174 A good or service that is promised to a customer is distinct if both
of the following criteria are met: (1) the good or service is capable of being
distinct and (2) the good or service is distinct within the context of the contract.
Entities and auditors should note that the concept of being "distinct" is from
the customer's perspective. Contractual language may be unclear or misleading
to a third party, so it is critical that management carefully analyze whether
promised goods or services are distinct and consider the economic substance
of the agreement. The determination about whether the goods or services are
distinct will often require judgment. Although indicators are provided, there
is no specified hierarchy of such indicators; it is possible that some indicators
may point to the goods and services not being distinct and others may point
to them being distinct. When judgment is involved, issues of management bias
and potentially insufficient audit evidence are likely to be present.
.175 The second criterion for assessing whether a good or service is distinct is new, and management may establish a process around the evaluation
of this criterion. This evaluation is to be performed on a contract-by-contract
basis (or for certain portfolios of contracts that share similar characteristics)9
because the same good or service may not be distinct in all instances. For example, a manufactured good may include components, but the performance
obligation is for the delivery of the completed product rather than for the completion of individual components. Alternatively, in some telecommunication
agreements, providing both equipment and access to transmission or receipt
may be considered as separate performance obligations. Auditors will ordinarily evaluate supporting evidence, as well as any contradictory evidence,
regarding management's conclusions. Furthermore, the auditor could review
contract cancelations to consider whether only certain elements are canceled
versus the entire contract. The auditor could also compare the delivery (transfer of control) of various products or services to customers covered by a single
contract to consider whether the delivery was dependent on other elements of
the contract.

Promises in Contracts with Customers
.176 A contract with a customer may include promises that are implied
by an entity's customary business practices, published policies, or specific statements if those promises create a valid expectation by the customer that the
entity will transfer a good or service to the customer. Implied promises from
customary business practices may be a challenge to identify by other than experienced employees or auditors. Auditors familiar with industry practices and
entity business practices and controls may need to articulate such promises to
ensure audit team members are aware of them. Communication with or evidence from the sales organization of the entity may be necessary for an auditor
to assess and understand an entity's implied promises. Entities may be asked
to articulate any such promises for relevant contracts and make specific representations that all such promises have been communicated to the auditors.

9

See FASB ASC 606-10-10-4.
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Also, management would normally be expected to provide documentation of
the entity's customary business practices when those practices create implied
promises. Auditors may consider confirming the terms of the agreement directly
with customers and may make inquiries to customers regarding unstated or
implicit expectations or promises.
.177 Promised goods or services may include, but are not limited to, the
sale of goods produced by an entity; resale of goods purchased by an entity;
performing a contractually agreed-upon task for a customer; or constructing,
manufacturing, or developing an asset on behalf of a customer. Audit procedures
may need to be designed to evaluate the reasonableness and completeness of
the identified promised goods or services.

Step 3: Determine the Transaction Price
.178 To determine the transaction price, an entity should consider any variable consideration. The entity should estimate the amount of consideration to
which the entity expects to be entitled in exchange for transferring the promised
goods or services to a customer. The new guidance creates a single model whereby
variable consideration is included in the transaction price to the extent it is probable that a significant reversal in the amount of cumulative revenue recognized
will not occur. An entity should include in the transaction price some or all of an
amount of variable consideration only to the extent that it is probable that a significant reversal in the amount of cumulative revenue recognized will not occur
when the uncertainty associated with the variable consideration is subsequently
resolved. The presence of variable consideration often creates challenges when
determining proper revenue recognition. Management estimates of variable
consideration will normally be assessed and evidence sought to support the
reasonableness and fairness of the estimate. Assessing whether it is probable
that significant reversal in the amount of cumulative revenue recognized will
not occur will often require important judgments and possibly the evaluation of
different possible scenarios. Less resourced (for example, smaller) entities may
need third-party assistance to help them develop the transaction price and the
variable consideration component.
.179 FASB ASC 606 created a new method for determining the transaction price by shifting from fees that are "fixed and determinable" to estimating
variable consideration based on available information to identify a reasonable
number of possible consideration amounts. Management should consider all
the information (historical, current and forecast) that is reasonably available
to identify a reasonable number of possible consideration amounts. Auditors
will typically consider the reasonableness and support for the method and information management used (historical, current, and forecast) to compute the
variable consideration, and they will ordinarily assess whether management
has considered a reasonable number of possible consideration amounts. Auditors may evaluate the relevant factors and assumptions that the entity has
considered in making the estimate of variable consideration, including the entity's reasons for the particular assumptions. This will likely include evaluating
whether the assumptions made by the entity are based on reasonable assessments of present business circumstances and trends and the most currently
available information; whether the assumptions are complete (that is, whether
assumptions were made about all relevant factors); whether the assumptions
are supported by reliable information; the range of the assumptions; and the
alternatives that were considered but not used, including a reconciliation with
information that may be contradictory to the final conclusion. For example,
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auditors may need to understand how management considered the information available in the bid-and-proposal process when establishing prices for
goods and services. Additional discussion of some of the existing requirements
and guidance for auditors when auditing estimates related to revenue recognition can be found in the section titled "Auditing Estimates." AU-C section
540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates and Related Disclosures (AICPA, Professional Standards), contains the
relevant auditing standards and guidance on this auditing topic.
.180 FASB ASC 606-10-32-14 requires updating the estimate of variable
consideration. Normally, management is expected to establish a process to
update this estimate. The auditor will likely test this process, which ordinarily
will require considerable judgment. For example, when the credit profile of
the buyer changes during the period of a long-term contract, the assumptions
regarding the long-term contract need to be revisited by management and thus
may need to be evaluated by the auditor. Consider Example 20 from FASB
ASC 606:
An entity enters into a contract with a customer to build an asset for
$1 million. In addition, the terms of the contract include a penalty
of $100,000 if the construction is not completed within 3 months of a
date specified in the contract. The entity concludes that the consideration promised in the contract includes a fixed amount of $900,000
and a variable amount of $100,000 (arising from the penalty). The
entity estimates the variable consideration in accordance with paragraphs 606-10-32-5 through 32-9 and considers the guidance in paragraphs 606-10-32-11 through 32-13 on constraining estimates of variable consideration.10
.181 FASB ASC 606-10-32-8 identifies two methods for estimating the
variable consideration: the expected-value method and the most-likely-amount
method. It notes the method that is the better predictor should be used.
Throughout the life of the contract the same method should be used consistently. Auditors will usually assess the evidence underlying the selection of
the valuation method, the method's application, and the quality of information
used in the valuation and in subsequent updates.
.182 An entity should adjust the promised amount of consideration for the
effects of the time value of money when a significant benefit from financing is
provided to the customer. The entity should measure the noncash consideration
at fair value. If consideration payable to a customer is payment for a distinct
good or service from the customer, then an entity should account for the purchase
of the good or service in the same way that it accounts for other purchases from
suppliers. If the amount exceeds the fair value of the distinct good or service that
the entity receives from the customer, the entity should account for the excess
as a reduction of the transaction price. Audit issues may include, for example,
the valuation of noncash considerations and how the risk of nonperformance
was considered in the fair value measurement. Timely identification of potential measurement issues can lead to more timely and compliant resolutions.
Auditors will typically be alert for potential audit issues with payment terms
that exceed a year and will often ensure that they are appropriately addressed
within the guidance in paragraphs 16–17 of FASB ASC 606-10-32.
10
Example 20, "Penalty Gives Rise to Variable Consideration," in "Pending Content" in paragraphs 194–196 of FASB ASC 606-10-55.
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.183 Refunds may be in the form of a full or partial refund of any consideration paid, a credit that can be applied against amounts owed or that will be
owed to the entity, or another product in exchange. Refunds have been identified in the past as transactions that could be used to perpetrate fraud and thus
could pose a risk with insufficient or ineffective controls around the process.
Unusual patterns or amounts of refunds may reveal the need for further audit
consideration and possibly more intense audit scrutiny and consideration of the
period in which revenues were recognized. Determining the value of products
or assets received in lieu of refunds may also pose valuation issues. Refunds
may also represent a change in the transaction price.
.184 An entity should account for consideration payable to a customer as
a reduction of the transaction price and, therefore, of revenue unless the payment to the customer is in exchange for a distinct good or service that the customer transfers to the entity. Judgment will often be required when determining
whether consideration payable to a customer is a reduction of transaction price
or a separate expense. Auditors will likely test this determination, assessing
the evidence of the consideration payable and the conclusions reached by management regarding the consideration as a reduction of the transaction price or
as a separate expense.

Step 4: Allocate the Transaction Price to the Performance Obligations
in the Contract
Stand-alone Selling Price
.185 To allocate an appropriate amount of consideration to each performance obligation, an entity must determine the stand-alone selling price at
contract inception of each performance obligation and would typically allocate
the transaction price on a relative stand-alone selling price basis. Management
will usually establish a process for applying the relative stand-alone selling
price approach when allocating the transaction price or the use of the exceptions (for allocating discounts and variable consideration) because this is a
matter of judgment. The best evidence of a stand-alone selling price is the observable price of a good or service when the entity sells that good or service
separately in similar circumstances and to similar customers. If the selling
price is not directly observable, the entity should estimate it. FASB ASC 60610-32-33 states that an entity should allocate a portion of the transaction price
to each obligation based on an estimate of its stand-alone selling price even if
its value is not readily observable. The whole process around estimating standalone selling prices to the extent the prices are not observable will likely be new
for many entities. Management is required to maximize the use of observable
inputs, and auditors will typically evaluate those estimates based on market
conditions and entity-specific factors.
.186 Documentation of management policies, procedures, and outcomes
may be expected to be robust. In circumstances where an entity must estimate
stand-alone selling prices, FASB ASC 606-10-32-34 provides three acceptable
estimation approaches: the adjusted market assessment, expected cost plus a
margin, and the residual approach. The residual method is only to be used if
specific criteria are met. Auditors will usually evaluate and test the methods
used and evidence obtained.11 The objective when allocating the transaction
11
Note: FASB ASC 606 did not establish a hierarchy of evidence, as does the current software
revenue recognition guidance.
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price is for an entity to allocate the transaction price to each performance
obligation (or distinct good or service) in an amount that depicts the amount
of consideration to which the entity expects to be entitled in exchange for
transferring the promised goods or services to the customer. Defaulting to
the residual method may violate this concept and may fail to represent the
economics of the transaction.
.187 Sometimes the transaction price includes a discount or variable consideration that relates entirely to one of the performance obligations in a contract. The requirements specify when an entity should allocate the discount or
variable consideration to one (or some) performance obligation(s) rather than to
all performance obligations in the contract. An entity should allocate a discount
entirely to one or more, but not all, performance obligations in the contract if
all the following conditions are met: the entity regularly sells each distinct good
or service on a stand-alone basis, the entity regularly sells on a stand-alone
basis a bundle (or bundles) of some of those distinct goods or services at a discount, and the discount attributable to each bundle is substantially the same
as the discount in the contract. The ability to allocate a discount to some but
not all performance obligations is a significant change from current practice.
However, the criteria in FASB ASC 606-10-32-37 indicating when a discount
should be allocated to some but not all performance obligations will likely limit
the number of transactions that will be eligible. The "observable" evidence
criteria will usually require documentation and process and may often have
control implications. This could mean that the discount could be distinct to one
performance obligation. Auditors ordinarily would consider the reasonableness
of management's assessments and judgments and obtain evidence regarding
the reasonableness of the assessment.
.188 An entity should allocate a variable amount entirely to a single performance obligation (or a distinct good or service in a series) if both of the
following criteria are met: (1) the terms of a variable payment relate specifically
to the entity's efforts to satisfy the performance obligation and (2) allocating
the variable amount of consideration entirely to the performance obligation is
consistent with the overall objective for allocating the transaction price to performance obligations. The burden of evaluating and allocating variable consideration and monitoring resulting changes in transaction price, while also taking into consideration financing and noncash considerations, may be greater on
smaller entities with more limited accounting resources but may be a challenge
for entities of any size. Evidence will often be sought by auditors to support
management judgments necessary to conclude that the terms of the variable
payment "relate specifically" to the entity's efforts to satisfy a performance
obligation and that the allocation of the variable payment to a performance
obligation results in a transaction price allocation consistent with the objective stated in FASB ASC 606-10-32-28. The variable consideration estimates
should be updated and auditors will typically test the updated estimates and
obtain evidence of the reasonableness of the conclusions reached.

Step 5: Recognize Revenue When (or as) the Entity Satisfies
a Performance Obligation
.189 For performance obligations satisfied over time, revenue is recognized
only when (or as) control of the asset is transferred to the customer. Paragraphs
27–30 of FASB ASC 606-10-25 list criteria for determining whether a contract
is satisfied over time and—if the contract is not satisfied over time—indicators
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of the point in time at which control transfers to the customer. This is an
area that may result in changes in revenue recognition compared to current
guidance. It will often be important for management to be clear about when
obligations are satisfied. Management may design controls over the process it
will use to determine the point in time at which control has transferred or to
measure progress toward completion of a performance obligation satisfied over
time.
.190 For each performance obligation that an entity satisfies over time, an
entity should recognize revenue over time by consistently applying a method of
measuring the progress toward complete satisfaction of that performance obligation. Assessing the satisfaction of performance obligations over time often
requires judgment and the consideration of many criteria and sub-criteria that
should be met to qualify. The enforceability criteria for right to payment for performance completed to date and other assumptions may be subject to legal determination. Thus, processes may need to be established to connect accounting
and legal, including possible controls over contract accounting. Also, because
entities are required to remeasure progress toward complete satisfaction of a
performance obligation satisfied over time at the end of each reporting period,
judgment may often be needed to evaluate that these are changes in estimate
and not errors. Further, management judgment is required when selecting a
method of measuring progress toward complete satisfaction of a performance
obligation. This does not mean entities have a "free choice." Management will
likely need to establish parameters for selecting an input method or an output
method and possibly design controls for reviewing the ongoing application of
these methods. As stated in FASB ASC 606-10-25-31, management's selection
of this method should consider that "the objective when measuring progress is
to depict an entity's performance in transferring control of goods or services
promised to a customer (that is, the satisfaction of an entity's performance
obligation)." The more management judgment is involved, the more robust the
documentation the auditor will likely expect. Going forward, these criteria may
result in changes in the way contracts are written.12
.191 For performance obligations satisfied at a point in time, the indicators
of the transfer of control to be considered include but are not limited to: whether
the customer presently is obligated to pay for an asset, whether the customer has
legal title to the asset, whether the entity has transferred physical possession of
the asset, whether the customer has assumed the significant risks and rewards
of ownership of the asset, and whether the customer has accepted the asset.
The determination about when control is transferred can require the auditor
to exercise considerable judgment and may require analysis of the contract,
legal interpretations, and representations supporting the evidence examined. It
may be possible for the entity to establish effective activity-level controls13 (for
example, establishing and following shipping terms) around these and other
revenue recognition criteria to ensure revenue is recognized in accordance with
FASB ASC 606. Confirmations may be used to evaluate whether performance
obligations and customer acceptance warrant revenue recognition.

12
Special attention may be warranted for contracts that are currently in place but incomplete
at the time of the transition to FASB ASC 606. Refer to the section in this alert titled "Auditing
Considerations in the Adoption and Transition to FASB ASC 606."
13
Activity-level controls (control activities) are a component in COSO's internal control framework. They include controls related to financial transactions.
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Auditing Considerations in the Adoption and Transition
to FASB ASC 606
.192 When adopting FASB ASC 606 there are two options: the full retrospective approach and the modified retrospective approach. Under the full
retrospective approach, prior periods would be recast in accordance with FASB
ASC 250, Accounting Changes and Error Corrections. The disclosures required
under this approach include any practical expedients used and, to the extent
possible, a qualitative assessment of the estimated effect of applying each of the
expedients. Evidence supporting these disclosures will likely be sought by the
auditor and may be anticipated by the entity to ensure the auditability of the
process and conclusions. Auditors will likely seek evidence that the expedient
is consistently applied in all presented periods, because consistent application
to all contracts within all reporting periods presented is a requirement for any
practical expedients used. Also, for variable consideration, auditors may need
to obtain contemporaneous documentation that clarifies what information was
available to management, and when it was available, for contracts that are
in progress but not completed at the adoption date or for completed contracts
where the practical expedient for variable consideration was not employed.
Management may be expected to provide sufficient evidence to support the
proposed accounting treatment.
.193 Under the modified retrospective approach, entities would apply
FASB ASC 606 to contracts, whether completed or not, as of the effective date
and record a cumulative catch-up adjustment to the opening balance of retained earnings (or other appropriate components of equity or net assets in the
statement of financial position) of the annual reporting period that includes the
date of initial application. Required disclosures include the amount by which
each financial statement line item is affected in the current reporting period by
the application of FASB ASC 606 and an explanation of the reasons for significant changes in the financial statement line items. Evidence supporting these
disclosures will be sought by the auditor and should be considered in advance
by the entity to ensure the auditability of the process and conclusions.
.194 Upon adoption, FASB ASC 606 will require some entities to accelerate revenue recognition, whereas others will defer revenue recognition because
of the differences in the requirements. An entity may need to adjust revenues
as a result of differences in the standards for contracts that span multiple
reporting periods.
.195 Consistent with AU-C section 315, auditors will usually identify the
entity's risks of misstatements associated with the transition and may seek to
identify controls over recording any change in accounting principle. The auditor may consider risks similar to that of recording a change in accounting
principle (paragraph .07 of AU-C section 708, Consistency of Financial Statements [AICPA, Professional Standards]). In the transition to FASB ASC 606,
the previous policies and new requirements may be compared and contrasted to
identify potential transition issues and required tasks to revise past financial
statement amounts in accordance with the transition approach selected by the
entity. For example, as it relates to FASB ASC 606, risks considered in this
assessment may include the risk that

r

the entity may not identify all revenue contracts relevant to each
reporting period to be presented under FASB ASC 606.
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the entity may inappropriately determine that a contract is completed when not all (or substantially all) of the revenue was recognized under legacy GAAP.
the entity does not properly disclose the adoption of FASB ASC
606 and the practical expedients.
management may not be fully versed in FASB ASC 606 or prepared with adequate resources to account for, and disclose, the
transition properly.

.196 Audit considerations may also include the internal control framework
components, such as the following:

r
r

r
r

r

Control environment. The tone at the top regarding FASB ASC
606 can be important. Has the entity set up appropriate training
for all affected business functions, including, but not limited to,
legal, tax, and sales?
Risk assessment. Has management performed an effective risk
assessment over the financial reporting risks in the adoption of
FASB ASC 606 as well as the risks over the transition? Has fraud
risk been considered in conjunction with the changes? Has management aligned the transition approach with an appropriate reporting framework for the entity?
Control activities. Have controls been designed to properly identify
when and how much revenue is to be recognized? Have controls
been established over any amounts or disclosures required by
FASB ASC 606 in the period of adoption?
Information and communication. Has management evaluated
how to modify internal and external reporting systems to reflect
the transition to FASB ASC 606? Is the data required for transition readily available and in useable form? When some form of
dual reporting will be followed, have processes and systems been
adapted to meet the information needs? Has management effectively communicated its transition method and any implications
to users of the financial statements (for example, investors)?
Monitoring. What is management doing to monitor issues arising
from the transition process and FASB ASC 606?

.197 The auditor may consider issues relating to the internal control designed by the entity to address risks listed in the previous paragraph. When
placing reliance on controls over the transition process, auditors will consider
whether such controls will be tested and what evidence will be needed when
testing the controls. Specific controls-related issues may include the following:

r
r

How have accounting systems changed in transitioning to FASB
ASC 606? Have appropriate systems change processes worked
well in the transition? Have programs written to assist in making
the conversion and disclosures been tested and verified?
Has management determined how any new controls will be monitored? Have oversight and monitoring procedures been fully
adapted to FASB ASC 606?

.198 The auditor will ordinarily obtain an understanding of the entity's
controls designed to address the risks of material misstatement related to
adopting FASB ASC 606. The auditor will ordinarily evaluate whether those
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controls are appropriately designed to address the risks of recording the adoption of FASB ASC 606 and are of sufficient precision to prevent or detect
potential misstatements. For example,

r

r

because FASB ASC 606 requires a significant amount of judgment, many of the controls will likely include management reviews performed by the entity. Has the entity provided sufficient
training to personnel to perform review controls that will address
the risks of material misstatement? Are reviews performed by
personnel with the requisite technical expertise and knowledge of
the entity's business operations? What does the entity do to keep
management informed on evolving issues relevant to the entity?
Are reviews performed in a timely manner to allow sufficient time
for correction and remediation if necessary?
what controls has the entity implemented to account for revenue
during the period of transition (for example, accounting for revenue under pre- and post-FASB ASC 606 guidance)? What are the
entity's controls to move over from one IT system to another?

.199 Advance consideration may be advisable regarding the timing of audit procedures. Management would normally design and implement its transition plan before auditor assessment and testing can begin. Entities should be
mindful that audit procedures will likely be applied to the reported amounts
and disclosures in order to be able to have financial statements released on a
timely basis.
.200 Although some evidence may only be observable in the period of the
transaction, in other situations hindsight may be helpful in obtaining evidence
for amounts that originally were estimates. Differences in revenue recognition
arise, in many cases, because FASB ASC 606 involves the use of estimates.
To illustrate, the third step for recognizing revenue under FASB ASC 606
to determine the transaction price can be particularly subject to judgment.
When auditing the retrospective period(s), the auditor can utilize evidence obtained after the transaction occurred because details of the transaction that
would have been originally estimated are now available. When auditing the
retrospective period(s), the auditor can use historical data as evidence when
evaluating these estimations. However, when using hindsight to evaluate estimations, the auditor will usually consider information that was reasonably
knowable by management at the contract date.14 Note that FASB ASC 60610-65-1(f)(2) allows for a practical expedient whereby "For completed contracts
that have variable consideration, an entity may use the transaction price at the
date the contract was completed rather than estimating variable consideration
amounts in the comparative reporting periods." Therefore, if this expedient is
elected, there is no reason for either the entity or the auditor to have to use
hindsight.
.201 If the consideration promised in a contract includes a variable
amount, the entity may estimate the amount of consideration to be received in
exchange for transferring the goods or services when determining the transaction price. If the contract is completed within the reporting period, rather
than estimating the variable consideration, the entity may use the transaction
price at the date the contract was actually completed. The use of hindsight
14

Hindsight may be an appropriate approach to apply for in-process contracts.
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evidence is subject to less judgment and can be tested more efficiently by the
auditor than an estimation, especially if the auditor notifies management that
they will likely need to provide the data to the auditor for testing. However, for
contracts that span reporting periods, auditors may need to test management's
methods and assumptions or develop their own model resulting in a range or
estimate of the amounts.
.202 Early in the risk assessment and planning process, the auditor will
likely understand, evaluate, and corroborate significant assumptions and the
judgments made by management specific to the retrospective period(s). The
considerations involved and assumptions used to form the judgments for the
retrospective period(s) will likely align with assumptions relating to other estimates. The auditor may benefit from discussing these assumptions with experienced members of the audit team to determine whether the entity has made
consistent judgments and assumptions. Contradictory evidence and evidence
from related accounts, such as receivables, cash, inventory, or allowances, that
might not be consistent with other evidence will usually be evaluated and
reconciled with any other evidence or conclusions reached by the auditor.
.203 Impact on the auditor's report. In accordance with paragraphs .07–
.12 of AU-C section 708, if a change in accounting principle (for example, from
the adoption of FASB ASC 606) has a material effect on the financial statements, the auditor should include an emphasis-of-matter paragraph in the
auditor's report that describes the change in accounting principle and provides
a reference to the entity's note disclosure.

General Audit Considerations over Revenue Recognition 15
.204 Auditing revenue recognition will likely continue to be considered a
significant audit risk under the new standard. The auditor's understanding of
the entity's business—how it earns revenue, who is involved in the revenue
process, how its controls over revenue transactions may be overridden, and
what its motivation to misstate revenue may be—is important in helping the
auditor reduce that risk. Auditors will usually pay particular attention to "red
flags" and warning signals. The auditor should plan and perform the audit with
an attitude of professional skepticism. Additional audit procedures directed to
the audit of revenue may be needed to reduce the risk of failing to detect
material misstatement of the financial statements to an acceptably low level.
See the following table for a list of financial statement assertions linked to key
audit considerations over revenue.
Assertions16
Occurrence or
Existence

Assertion Considerations
An entity may be pressured or incentivized to overstate
their revenue in order to achieve specific financial results.
This risk may result in the overstatement of revenue
recorded in the period under audit and require a specific
audit plan focusing on this risk.

15
This section is intended to provide broad, general guidance and is not a substitute for specific guidance regarding the accounting and auditing guidance under the new revenue recognition
standard.
16
Alternative schema for audit assertions are acceptable provided they address the same risks
as those illustrated in the generally accepted auditing standards.
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Assertion Considerations

Rights and
Obligations

An entity may fail to appropriately identify all the
performance obligations within a contract (either through
an error or fraud). This may result in the improper
acceleration or deferral of recorded revenue.

Completeness

Any entity may intentionally understate their recorded
revenue for various reasons, including situations where the
entity had a year of poor financial performance with the
anticipation of a better performance in the following year,
to avoid taxation.

Accuracy or
Transactions subject to a high degree of estimation and
Valuation and management judgment may create risks related to
Allocation
inaccurate amounts being recorded as revenue. The
determination of the stand-alone selling price may create a
risk of material misstatement based on the nature of the
entity's goods or services. In addition, including variable
consideration in the transaction price, while failing to
consider the constraint guidelines in paragraphs 11–13 of
FASB ASC 606-10-32, could result in an overstatement of
the amount of revenues recognized in different reporting
periods.
Cutoff

Revenue may not be recorded in the correct accounting
period, such as when revenue is based on satisfying
performance obligations in a future period but is recorded
in the current period.

Presentation
and
Disclosure

Revenue and related financial statement accounts may not
be presented in accordance with the requirements of the
standard and entity policy, especially due to the new
requirements to present revenue from contracts with
customers separately, as well as the related contract asset
and contract liability presentation requirements.

.205 The general audit process associated with any engagement or audit
area is addressed in the AICPA Audit Guide Assessing and Responding to Audit
Risk in a Financial Statement Audit. Inherent risk assessment, control risk
assessment, and analytical and substantive detail procedures are evaluated to
ensure audit risk related to revenue is reduced to a low level by addressing the
financial statement assertions in the preceding table.17
.206 In many cases, the inherent risk of some aspects or assertions for
revenue may be high for at least some portion or subset of revenues due to
presumed fraud risks or other significant risks that often surround revenue
recognition. In the 2014 Association of Certified Fraud Examiners study, Report
to the Nations on Occupational Fraud and Abuse, it was found that 61 percent of
financial statement fraud cases involved revenue recognition. Thus, additional
attention to revenue recognition and related disclosures is often warranted in
audit engagements.

17
Alternative schema for audit assertions are acceptable provided they address the same risks
as those illustrated in the generally accepted auditing standards.
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.207 When the auditor's strategy is to rely on controls assurance regarding revenue assertions, relevant controls to mitigate specific identified risks
from risk assessment should be in place and tested for operating effectiveness.
The effective design of controls over revenue risks is derived from the risk
assessment that management develops and the auditor reviews and assesses.
Important risks that are not addressed by controls are likely to indicate a significant deficiency or material weakness in the design of the controls. If controls
are designed effectively and evidence exists of their implementation (for example, through examining evidence, observation or walkthroughs of controls)
to reduce audit risk, the controls may be tested as described in paragraphs
.08–.09 of AU-C section 330, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained (AICPA, Professional
Standards), to rely on them. The nature and extent of procedures applied is
dependent on the level of reliance sought by the auditor.
.208 When non-sampling procedures are appropriate (for example, assessing the effectiveness of the governance structure), gathering more evidence or
more appropriate evidence to test the operating effectiveness of the control
may support higher reliance on controls. When sampling is employed, chapter 3, "Nonstatistical and Statistical Audit Sampling in Tests of Controls," of
the AICPA Audit Guide Audit Sampling indicates that high reliance is often
associated with sampling risk of no more than 10 percent (that is, 90 percent
confidence) and tolerable deviation rates of 10 percent or less. Because of the
sensitive nature of revenues, some auditors may use more stringent risk and
tolerable deviation rate criteria in their control test designs when the highest
level of reliance is placed by auditors on the entity's controls.
.209 Paragraphs .26–.27 of AU-C section 240, Consideration of Fraud in
a Financial Statement Audit (AICPA, Professional Standards), state in part

r
r

"When identifying and assessing the risks of material misstatement due to fraud, the auditor should, based on a presumption
that risks of fraud exist in revenue recognition, evaluate which
types of revenue, revenue transactions, or assertions give rise to
such risks."
"The auditor should treat those assessed risks of material misstatement due to fraud as significant risks and, accordingly, to the
extent not already done so, the auditor should obtain an understanding of the entity's related controls, including control activities, relevant to such risks, including the evaluation of whether
such controls have been suitably designed and implemented to
mitigate such fraud risks."

.210 When engagement circumstances indicate that revenue contains neither a fraud risk nor a significant risk, the auditor should document this in the
working papers and proceed to audit revenue as with any other account. When
revenue, before the consideration of controls, is a significant risk and reliance
on revenue controls is planned, the auditor should perform control tests on
an annual basis18 and perform some other substantive procedure (for example, effective analytical procedures or substantive detail tests) to reduce audit
risk.
18
AU-C section 330 generally allows controls test results to be carried over for two additional
audit periods when no changes have occurred in the control procedure (see paragraphs .13–.15 of
AU-C section 330). Controls related to significant risks should be tested annually.
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.211 As described in paragraph .22 of AU-C section 240, analytical procedures should also be applied to revenue to detect possible risks of error or fraud.
Such procedures may include comparisons to production capacity, a comparison of sales to shipments, or a monthly trend line of sales and returns to detect
fictitious sales or side agreements that may preclude revenue recognition, as described in paragraph .A26 of AU-C section 240. Paragraphs .A57–.A58 further
note that uncharacteristic sales patterns at year end can indicate misstated
revenues, whether caused by error or fraud. Additional audit procedures that
might be applicable to revenue are noted in appendix B, "Examples of Possible Audit Procedures to Address the Assessed Risk of Material Misstatement
Due to Fraud," of AU-C section 240. The level of data aggregation used in the
analysis (for example, consolidated or disaggregated, by location, or by product
line) and the resulting precision of the procedures can influence the level of
assurance obtained by these procedures. The degree of precision of the procedures is also responsive to the amount of change in the account explained by
the procedure performed and the follow-up evidence examined.
.212 Substantive tests of detail by assertion may also be planned to reduce
the audit risk in revenues to a low level. The extent of sampling procedures
to be performed is responsive to the audit strategy and the results of other
revenue-related procedures. The extent of substantive tests performed may be
the source of a challenge that insufficient evidence was gathered to support the
account when the extent of evidence gathered does not seem to reduce risk to
a low level.
.213 When planning substantive procedures, consideration of the assertions can assist in the appropriate extent of procedures to be performed. The
revenue account is related to other accounts such as cash, accounts receivable contract assets, contract liabilities, and sometimes inventory. If existence
of revenues is mostly satisfied through procedures performed in accounts receivable and cash (for example, if not collected, then accounts receivable may
include improperly recognized revenue) and analytical procedures, then less
direct testing of revenues for the existence assertion may be warranted. Similarly, an entity with a simple revenue recognition model may be exposed to less
risk resulting in less testing of the valuation assertion than an entity with a
complex array of revenue recognition issues. As described in chapter 4, "Nonstatistical and Statistical Audit Sampling for Substantive Tests of Details," of
the AICPA Audit Guide Audit Sampling, assertion-based testing may be an
efficient approach when designing tests directed primarily to the valuation assertion. Careful documentation of this strategy and a basis for any underlying
assumptions when it is employed can create a clear record of the procedures
performed and the basis for the extent of testing performed.
.214 When controls over the revenue recognition process are adequately
designed and considered effective, auditors may find it more efficient to test
and rely on those controls and reduce the extent of substantive detail tests of
revenues. Because tolerable misstatement and performance materiality in a
substantive test of detail are usually a small percentage of the aggregate value
of revenues, sample sizes to substantively test revenues can be very large. By
following a strategy of testing effective controls and performing substantive
analytics, the required assurance from substantive detail tests may be reduced
and still lead to a low overall audit risk of revenues. Higher acceptable sampling
risk (the complement of the level of assurance or confidence level) leads to
smaller substantive detail test sample sizes.

©2016, AICPA

ARA-REV .214

58

Alert

.215 When tests of controls effectiveness are not performed and when
relevant assertions related to revenue recognition are considered significant
risks, the auditor relies solely upon substantive tests to conclude on the reasonableness of revenues. Under these circumstances, the auditor cannot rely
solely on substantive analytical procedures, and the audit tests should include
tests of detail.

Risk Assessment and Fraud Risk under FASB ASC 606
.216 Prior to performing audit procedures, issues related to the transition
to FASB ASC 606 are likely to be included in the planning process. Even in
advance of the implementation date of FASB ASC 606, auditors may want to
meet with management and those charged with governance to discuss management's approach and readiness to make the transition. Advance planning will
often make for a smoother transition for entities and auditors. Current surveys indicate that, as of early 2016, many public and private entities have yet
to begin assessing what may be necessary to make the transition. Additional
guidance regarding risk assessment during the transition phase can be found
in this alert in the section titled "Auditing Considerations in the Adoption and
Transition to FASB ASC 606."

Audit Planning
.217 AU-C section 300, Planning an Audit (AICPA, Professional Standards), establishes requirements and provides guidance on the considerations
and activities applicable to planning an audit conducted in accordance with
GAAS. These activities and considerations include establishing an understanding with the client, preliminary engagement activities, establishing the overall
audit strategy, developing the audit plan, determining the extent of involvement of professionals with specialized skills, and communicating with those
charged with governance. The nature, timing, and extent of planning vary
with the size and complexity of the entity and with the auditor's experience
with the entity and understanding of the entity and its environment, including
its system of internal control.
.218 Paragraph .A2 of AU-C section 300 states that planning is not a
discrete phase of the audit, but rather a continual and iterative process that
begins with engagement acceptance and continues throughout the audit as
the auditor performs audit procedures and accumulates sufficient appropriate
audit evidence to support the audit opinion. The following paragraphs describe
some planning considerations related to FASB ASC 606.

Assignment of Personnel and Supervision
.219 AU-C section 300 also discusses the supervision of personnel who are
involved in the audit. The extent of appropriate supervision in a given instance
depends on many factors, such as the complexity of the subject matter and
the qualifications of persons performing the work, including their knowledge
of the entity's business and industry. An understanding of an entity's business, its accounting policies and procedures, and the nature of its transactions
with customers is useful in assessing the extent of experience or the level of
supervision appropriate to audit revenue transactions.
.220 Unusual or complex transactions, related-party transactions, and
revenue transactions based on contracts with complex terms may signal
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the need for more experienced personnel assigned to those segments of the
engagement, more extensive supervision, or the use of industry or other specialists. If specialized skills are needed, the auditor would normally seek the
assistance of a professional possessing such skills who may be either on the
auditor's staff or an outside professional. AU-C section 620, Using the Work of
an Auditor's Specialist (AICPA, Professional Standards), establishes requirements and provides guidance to the auditor who uses the work of a specialist
in performing an audit in accordance with GAAS. When evaluating an entity's
transition plans and resources to perform the transition to FASB ASC 606, the
auditor may seek assistance from someone with a detailed understanding of
FASB ASC 606. The auditor should also be sensitive to when legal or other
specialist assistance may be needed by the entity or auditor to successfully
perform the assessment.

Establishing an Overall Strategy
.221 AU-C section 300 requires establishment of an overall strategy. Two
elements of the overall strategy include identification of the engagement's characteristics and consideration of areas requiring the auditor's professional judgment. The client's process and methods for recognizing revenue would normally
be a key characteristic of the engagement, as would be the types of contracts
the client enters into with its customers. FASB ASC 606 requires substantial
judgment by the client and, therefore, may result in the auditor exercising additional professional judgment and skepticism when designing the audit plan.
Both of these considerations would often be addressed in the overall strategy
of the audit.

Audit Risk
.222 Paragraph .A1 of AU-C section 320, Materiality in Planning and
Performing an Audit (AICPA, Professional Standards), states that "audit risk
is the risk that the auditor expresses an inappropriate audit opinion when
the financial statements are materially misstated. Audit risk is a function of
the risks of material misstatement and detection risk." The auditor considers
audit risk in relation to the relevant assertions regarding individual account
balances, classes of transactions, and disclosures and at the overall financial
statement level.
.223 At the account balance, class of transaction, relevant assertion, or
disclosure level, audit risk consists of (a) the risks of material misstatement
(consisting of inherent risk and control risk) and (b) detection risk. Paragraph
.26 of AU-C section 315 states that the auditor should identify and assess the
risks of material misstatement at the financial statement level and the relevant assertion level as a basis for designing and performing further audit
procedures (tests of controls or substantive procedures). It is not acceptable to
simply deem risk to be "at the maximum." This assessment may be in qualitative terms, such as high, medium, or low, or in quantitative terms such as
percentages (for example, of risk). Furthermore, the basis for the assessment
provides the evidence supporting the risk assessment and communicates important information for other audit personnel and reviewers of the assessment.
.224 Revenue often contains considerable risks of misstatement and, as
a result, receives considerable audit attention. Relevant assertions the auditor may consider include occurrence, completeness, accuracy, cutoff, and
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presentation.19 In addition, the new guidance on revenue recognition requires
substantial new disclosures. Accordingly, the assertions related to presentation
and disclosure are also relevant. The revenue cycle is also commonly identified
as a significant class of transactions and a fraud risk. Accordingly, a comprehensive understanding of this cycle, including the entity's continuing business
practices, is usually necessary to properly assess risk.
.225 In considering audit risk at the overall financial statement level, it
is often important for the auditor to consider risks of material misstatement
that relate pervasively to the financial statements taken as a whole and that
potentially affect many relevant assertions. Risks of this nature often relate
to the entity's control environment and are not necessarily identifiable with
specific relevant assertions at the class of transactions, account balance, or
disclosure level. Such risks may be especially relevant to the auditor's consideration of the risks of material misstatement arising from fraud, for example,
through management override of controls. The competence and ability of internal entity resources to conduct the revenue recognition transition process and
develop the required disclosures can signal an important risk and affect which
audit resources are most suited to the engagement.

Understanding the Entity and Risk Assessment
.226 Paragraph .03 of AU-C section 315 states that "the objective of the
auditor is to identify and assess the risks of material misstatement, whether
due to fraud or error, at the financial statement and relevant assertion levels
through understanding the entity and its environment, including the entity's
system of internal control, thereby providing a basis for designing and implementing responses to the assessed risks of material misstatement." As noted
in AU-C section 240, revenue recognition is presumed to be a fraud risk. However, this presumption can be overcome by facts and circumstances of the
entity.
.227 Obtaining an understanding of the entity and its environment, including its system of internal control, is a continuous, dynamic process of gathering, updating, and analyzing information throughout the audit.
.228 In accordance with paragraph .A3 of AU-C section 315, the auditor
uses professional judgment to determine the extent of understanding required
about the entity and its environment, including its system of internal control.
The auditor's primary consideration is whether the understanding that has
been obtained is sufficient to assess the risks of material misstatement of the
financial statements and to design and perform further audit procedures (tests
of controls and substantive tests). Further discussion of the role of controls in
the recognition of revenue can be found in the section titled "Risk Assessment
and Fraud Risk under FASB ASC 606."
.229 The auditor's understanding of the entity and its environment consists of an understanding of the following aspects:

r
r
r

Industry, regulatory, and other external factors
Nature of the entity
Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements

19
Note that other assertions may be adopted by auditors provided that they address a complete
set of risks.
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Measurement and review of the entity's financial performance
Selection and application of accounting policies (see the following
section for further discussion)

.230 Refer to appendix A, "Understanding the Entity and Its Environment," and appendix B, "Internal Control Components," of AU-C section 315
for examples of matters that the auditor may consider when obtaining an understanding of the entity and its environment relating to the categories in the
preceding list.
.231 With regard to assertions about revenue, the auditor may consider
obtaining information relating to the following matters:

r
r
r
r
r
r
r

r

The nature and extent of an entity's performance obligations, including types of products and services sold
The types of contracts, including oral or implied contracts, and
whether changes can be made to standardized contracts
Whether seasonal or cyclical variations in revenue may be expected
The sales policies customary for the entity and the industry
Policies regarding pricing, price concessions, sales returns, discounts, extension of credit, contingencies, and normal delivery
and payment terms
Who, particularly in the marketing and sales functions, is involved with processes affecting revenues, including order entry,
extension of credit, price concessions and shipping
Whether there are compensation arrangements that depend on
the entity's recording of revenue. For example, whether the sales
force is paid commissions based on sales invoiced or sales collected, and the frequency with which sales commissions are paid,
might have an effect on the recording of sales at the end of a period
as well as on how the entity measures, analyzes, and reviews its
financial performance to identify the internal and external pressures on the entity
The classes and categories of the entity's customers, including
whether there are sales to distributors or value-added resellers or
to related parties
— If sales to distributors are material, it is important to
understand whether concessions have been made in the
form of return product rights or other arrangements in
the distribution agreements the entity has entered into.
— Distribution agreements in the high-technology industry
might include such terms as price protection, rights of
return for specified periods, rights of return for obsolete
products, and cancelation clauses such that the real substance of the agreement is that it results in consignment
inventory.

.232 In the transition to FASB ASC 606, the previous policies and new
requirements may be compared and contrasted to identify potential transition
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issues and required tasks to revise past financial statement amounts in accordance with the transition approach selected by the entity.
.233 Auditors may find procedures such as those subsequently described
to be useful in obtaining knowledge about an entity's sales transactions.

Inquiry
.234 Inquiry of management is an effective auditing procedure in obtaining knowledge of the entity and its system of internal control. In situations
involving unusual or complex revenue transactions, the auditor may consider
making inquiries of representatives of the entity's sales, marketing, customer
service and returns departments, and other entity personnel familiar with the
transactions to gain an understanding of the nature of the transactions and
any special terms that may be associated with them. Such inquiries may also
be useful in assisting with the auditor's understanding of the entity's customary business practices and whether any verbal or implied contracts may exist.
Inquiries of legal staff may also be appropriate when sales contracts have nonstandard, unusual, or complex terms. Inquiry alone is not a sufficient auditing
procedure, but information obtained from discussions with management and
entity personnel may help the auditor identify matters to be corroborated with
evidence obtained from other procedures, including confirmation from independent sources outside the entity.
.235 Interviews may also help the auditor identify potential performance
obligations associated with transactions. When a potential performance obligation is identified, further inquiries may assist in forming the auditor's risk
assessment and the design of further audit procedures.

Reading and Understanding Contracts
.236 Reading and understanding the terms of sales contracts will often
help the auditor obtain an understanding of what the customer expects and
what the entity is committed to provide. In addition, reading the contents of the
entity's sales contract (and sales correspondence) files may provide evidence of
side agreements or performance obligations (for instance, by identifying options
within a contract that provide a customer with a material right to be further
evaluated by management to determine whether that right is a performance
obligation). In addition to written provisions, implicit provisions and unstated
business conventions that may be present in contractual arrangements may
need to be considered. In some cases, the presence or absence of such provisions
may be verified through customer confirmation or through a thorough review
of deal proposals or marketing materials. Third-party evidence is generally
considered to be more appropriate when obtainable.

Reviewing Process Narratives and Process Flow Diagrams
.237 When available, requesting and reviewing the entity's process narratives and process flow diagrams for the revenue process(es) may help the
auditor obtain an understanding of the detailed steps of the process and controls, which may assist in risk assessment. In the transition process, unique or
different approaches and controls may be designed to determine the amounts
and disclosures required under FASB ASC 606. The processes and controls established for the transition phase may be important in ensuring that adequate
support exists for the amounts and disclosures required at the inception of the
transition.
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Reviewing Internal Control Manuals, Policy Manuals,
or Similar Documentation
.238 When available, requesting and reviewing the entity's written policies for entering into sales transactions, accounting policies for recording sales
transactions, and internal controls related to sales transactions may further the
auditor's understanding of the entity, including the system of internal control.
The Committee of Sponsoring Organizations of the Treadway Commission's
updated Internal Control—Integrated Framework (2013 COSO framework)20
acknowledges that regulatory bodies may require documentation of entity controls in order to meet their objectives. In the absence of controls documentation,
it is difficult to identify, confirm, and test controls and evaluate their consistent
operation over time.
.239 The auditor may decide to further consider management's selection
and application of significant accounting policies, particularly those related to
revenue recognition. The auditor may have a greater concern about whether
the accounting principles selected and policies adopted are being applied in
an inappropriate or biased manner to create a material misstatement of the
financial statements.

Discussion Among the Audit Team
.240 In obtaining an understanding of the entity and its environment,
including its system of internal control, AU-C section 315 states that there
should be discussion among the audit team. In accordance with paragraph .11
of AU-C section 315, "the engagement partner and other key engagement team
members should discuss the susceptibility of the entity's financial statements
to material misstatement." This discussion could be held concurrently with the
audit team's discussion, as specified by AU-C section 240, about the susceptibility of the entity's financial statements to fraud. In order to enhance the
auditor's understanding of the entity and develop an appropriate risk assessment, as part of the engagement team discussion the audit team may

r
r
r
r

share knowledge of the different revenue streams, including controls that pertain to sales transactions.
exchange information regarding any changes to the revenue
streams as a result of FASB ASC 606 or new performance obligations.
exchange information about the business risks related to sales
transactions.
exchange ideas about how revenue may be susceptible to material
misstatement due to fraud or error.

Assessing the Risks of Material Misstatement
.241 Paragraphs .26–.27 of AU-C section 315 state that the auditor should
identify and assess the risks of material misstatement at the financial statement level and at the relevant assertion level related to classes of transactions,
account balances, and disclosures. For this purpose, the auditor should

20
COSO. (2013). Internal Control—Integrated Framework Executive Summary. AICPA. http://
coso.org/documents/990025P Executive Summary final may20 e.pdf.
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identify risks throughout the process of obtaining an understanding of the entity and its environment, including relevant controls
that relate to the risks, and considering the classes of transactions, account balances, and disclosures in the financial statements. This understanding helps the auditor understand the revenue streams, including any differences in revenue recognition
and processes followed for revenue streams. For example, the auditor may determine, as part of performing inquiries with the
entity's sales personnel, that the entity enters into certain contracts where they arrange for another party to provide goods or
services promised to a customer. In this case, the auditor may
identify risks of material misstatement for this revenue stream
related to the entity potentially acting as an agent, although this
risk does not apply to other streams.
assess the identified risks and evaluate whether they relate more
pervasively to the financial statements as a whole and potentially
affect many assertions. For example, the auditor may determine,
as part of requesting and inspecting the entity's policies for sales
transactions with customers, that the entity's policies are weak
and inconsistently communicated. In this case, the auditor may
identify risks of misstatement that relate to multiple assertions
within different revenue streams.
relate the identified risks to what can go wrong at the relevant assertion level, taking account of relevant controls that the auditor
intends to test. For example, the auditor may identify a risk related to the accuracy of revenue, in that the entity may incorrectly
record revenue for the gross amount of consideration instead of
the net fee or commission it retains after paying the other party
their portion of the consideration.
consider the likelihood of misstatement, including the possibility
of multiple misstatements, and whether the potential misstatement is of a magnitude that could result in a material misstatement. For example, the inherent complexity in determining the
amount of revenue to record in a given class of transactions—such
as the complexity created by the existence of multiple performance
obligations—could increase the likelihood of misstatement related
to that class of transaction.

.242 Information gathered by performing risk assessment procedures,
including the audit evidence obtained in evaluating the design of controls and
determining whether they have been implemented, is used as audit evidence
to support the risk assessment. The risk assessment determines the nature,
timing, and extent of further audit procedures to be performed.

Identification of Significant Risks
.243 As part of the assessment of the risks of material misstatement,
the auditor should determine which of the risks identified are, in the auditor's judgment, risks that require special audit consideration (such risks are
defined as significant risks). In the transition period and beyond, aspects of the
entity's application of FASB ASC 606 are likely to continue to give rise to a
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significant risk.21 One or more significant risks normally arise on most audits.
In exercising this judgment, the auditor should consider inherent risk (before
the consideration of controls) to determine whether the nature of the risk, the
likely magnitude of the potential misstatement (for instance, the possibility
that the risk may give rise to multiple misstatements), and the likelihood of
the risk occurring are such that they require special audit consideration.
.244 Paragraphs .28–.30 of AU-C section 315 provide planning guidance
on identifying and responding to significant risks. Specifically, paragraph .30
states
If the auditor has determined that a significant risk exists, the auditor should obtain an understanding of the entity's controls, including
control activities, relevant to that risk and, based on that understanding, evaluate whether such controls have been suitably designed and
implemented to mitigate such risks.
.245 Paragraph .22 of AU-C section 330 also states the following performance requirement regarding identified significant risks:
If the auditor has determined that an assessed risk of material misstatement at the relevant assertion level is a significant risk, the auditor should perform substantive procedures that are specifically responsive to that risk. When the approach to a significant risk consists
only of substantive procedures, those procedures should include tests
of details.
.246 Paragraph .A58 of AU-C section 330 provides guidance regarding further audit procedures pertaining to significant risk in the context of a revenuerelated example. Specifically,
Paragraph .22 requires the auditor to perform substantive procedures
that are specifically responsive to risks the auditor has determined
to be significant risks. Audit evidence in the form of external confirmations received directly by the auditor from appropriate confirming
parties may assist the auditor in obtaining audit evidence with the
high level of reliability that the auditor requires to respond to significant risks of material misstatement, whether due to fraud or error.
For example, if the auditor identifies that management is under pressure to meet earnings expectations, a risk may exist that management
is inflating sales by improperly recognizing revenue related to sales
agreements with terms that preclude revenue recognition or by invoicing sales before shipment. In these circumstances, the auditor may,
for example, design external confirmation procedures not only to confirm outstanding amounts but also to confirm the details of the sales
agreements, including date, any rights of return, and delivery terms.
In addition, the auditor may find it effective to supplement such external confirmation procedures with inquiries of nonfinancial personnel
in the entity regarding any changes in sales agreements and delivery
terms.
.247 In addition, paragraph .15 of AU-C section 330 states that "[i]f the
auditor plans to rely on controls over a risk the auditor has determined to be
21
Peer review findings have identified misunderstanding and misapplications of this technical
term. For additional guidance on this term and its use see the AICPA Audit Guide Assessing and
Responding to Audit Risk in a Financial Statement Audit.
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a significant risk, the auditor should test the operating effectiveness of those
controls in the current period."22
.248 Paragraph .26 of AU-C section 240 states that when identifying
and assessing the risks of material misstatement due to fraud, the auditor
should, based on a presumption that risks of fraud exist in revenue recognition,
evaluate which types of revenue, revenue transactions, or assertions give rise
to such risks. Paragraph .46 specifies the documentation required when the
auditor concludes that the presumption is not applicable in the circumstances
of the engagement and, accordingly, has not identified revenue recognition as
a risk of material misstatement due to fraud. Paragraph .27 of AU-C section
240 states that
The auditor should treat those assessed risks of material misstatement due to fraud as significant risks and, accordingly, to the extent
not already done so, the auditor should obtain an understanding of the
entity's related controls, including control activities, relevant to such
risks, including the evaluation of whether such controls have been
suitably designed and implemented to mitigate such fraud risks.
Accordingly, the auditor may identify one or more significant risks related to
revenue.
.249 If considered a fraud risk, revenue recognition is considered a significant risk, but even if not a fraud risk, a revenue recognition assertion or
assertions may be assessed as a significant risk if the factors mentioned earlier
are present. See further discussion in the section titled "Consideration of Fraud
as it Relates to Revenue."

Specific Audit Considerations over Revenue Recognition
Side Agreements
.250 Side agreements may be used to alter the terms and conditions of
contracts to entice customers to accept the delivery of goods and services. They
may create performance obligations or uncertainties relating to financing arrangements or to product installation or customization that may relieve the
customer of some of the risks and rewards of ownership and indicate that the
customer does not control the goods or services therefore precluding the recognition of revenue. Frequently, side agreements are hidden from the entity's
board of directors and outside auditors, and only a few individuals within an
entity are aware that they exist. This makes it difficult for an entity to identify
all the performance obligations in a contract.
.251 Side agreements appear to be prevalent in high-technology industries, particularly the computer hardware and software segments. The terms
within side agreements may preclude revenue recognition.

Channel Stuffing
.252 Distributors and resellers sometimes delay placing orders until the
end of a quarter in an effort to negotiate a better price on purchases from
suppliers that they know want to report good sales performance. This practice
may result in a pattern of increased sales volume at the end of a reporting
22
In areas that are not significant risks, paragraph .14 of AU-C section 330 permits testing of
controls at least once in every third audit if controls have not changed.
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period. This is different from an unusual volume of sales to distributors or
resellers, particularly at or near the end of the reporting period, which may indicate channel stuffing. Channel stuffing (also known as trade loading) is when
suppliers try to boost sales by inducing distributors to buy substantially more
inventory than they can promptly resell. Inducements to overbuy may range
from deep discounts on inventory to threats of losing the distributorship if the
inventory is not purchased. Discounts, rebates, refunds, credits, and price concessions are examples of variable consideration, which impact the transaction
price and therefore the revenue recorded. Channel stuffing without appropriate consideration and accounting for sales returns in an entity's estimation of
the transaction price (subject to the constraint in FASB ASC 606), is an example of overstating the reported amount of revenue. Channel stuffing may also
be accompanied by side agreements with distributors that essentially negate
some of the sales by providing for the return of unsold merchandise beyond the
normal sales return privileges. Even when there is no evidence of side agreements, channel stuffing may indicate the need to increase the expected value of
sales returns above historical experience. In some cases, channel stuffing may
even preclude the ability to make reasonable and reliable estimates of product
returns, and thus an entity may not be able to conclude that it is probable
there will not be a significant reversal in the cumulative amount of revenue
before the return right expires.23 Note: The inability to make reasonable and
reliable estimates of product returns is an FASB ASC 605 (SFAS 48) concept.
Product returns are considered to be variable consideration; the entity should
estimate them and then apply the constraint if there is a significant amount of
estimation uncertainty.

Related-Party Transactions
.253 Related-party transactions require special consideration because related parties may be difficult to identify and such transactions may pose significant "substance over form" issues. Undisclosed related-party transactions
may be used to fraudulently inflate earnings. Examples include recording sales
of the same inventory back and forth among affiliated entities that exchange
checks periodically to "freshen" the receivables and sales with commitments to
repurchase that, if known, would preclude recognition of revenue under FASB
ASC 606-10-44-68. Although unusual material transactions, particularly close
to year end, may be an indicator of related-party transactions, a series of sales
executed with an undisclosed party that individually are insignificant but in
total are material may also indicate related-party transactions.
.254 AU-C section 550, Related Parties (AICPA, Professional Standards),
establishes requirements and provides guidance on procedures to obtain audit
evidence on related-party relationships and transactions that should be disclosed in accordance with FASB ASC 850-10. It is important to note that the
substance of a particular transaction may be significantly different from its
form. Related-party transactions have been used to perpetrate financial statement reporting fraud and, as such, often create a "red flag" for auditors. As
stated in paragraph .A2 of AU-C section 550, "financial statements prepared in

23
Refer to SEC SAB No. 104, Topic 13, Revenue Recognition, for further current information on
channel stuffing. Although SEC SABs are directed specifically to transactions of public companies,
management and auditors of nonpublic entities may find this guidance helpful in analyzing revenue
recognition matters. In light of the new revenue recognition standard, the future of SAB Topic 13 is
unknown. Be alert for updates regarding this issue.
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accordance with GAAP generally recognize the substance of particular transactions rather than merely their legal form." In the absence of evidence to the
contrary, transactions with related parties may be assumed to be within the
ordinary course of business. However, transactions with related parties may
be motivated by conditions such as the following:

r
r
r
r
r
r
r

Lack of sufficient working capital or credit to continue the business
An overly optimistic earnings forecast
Dependence on a single or relatively few products, customers, or
transactions for the continuing success of the venture
A declining industry characterized by a large number of business
failures
Excess capacity
Significant litigation, especially litigation between stockholders
and management
Significant obsolescence dangers because the entity is in a hightechnology industry

.255 Paragraphs .16 and .A22 of AU-C section 550 describe records and
documents the auditor may inspect to identify material transactions with parties known to be related and to identify material transactions that may indicate the existence of previously undetermined relationships. Examples of those
records or documents include the following:

r
r
r
r
r
r
r
r

Entity income tax returns
Minutes of meetings of the board of directors and executive or
operating committees
Information supplied by the entity to regulatory authorities
Contracts and agreements with key management or those charged
with governance
Significant contracts and agreements not in the entity's ordinary
course of business
Third-party confirmations obtained by the auditor (in addition to
bank and legal confirmations)
Specific invoices and correspondence from the entity's professional
advisers
Internal auditors' reports

.256 In addition to inquiry, paragraph .24 of AU-C section 550 lists the
following procedures that the auditor should perform to obtain satisfaction
concerning the purpose, nature, and extent of related-party transactions and
their possible effect on revenue recognition:

r
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Inspect the underlying contracts or agreements, if any, and evaluate whether
—

the business rationale (or lack thereof) of the transactions
suggests that they may have been entered into to engage
in fraudulent financial reporting or to conceal misappropriation of assets.

—

the terms of the transactions are consistent with management's explanations.
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— the transactions have been appropriately accounted for
and disclosed.
Obtain audit evidence that the transactions have been appropriately authorized and approved.

.257 Paragraph .09 of AU-C section 550 states that the auditor should
consider whether he or she has obtained sufficient appropriate audit evidence
to understand the relationship of the parties and the effects of related-party
transactions on the financial statements.

Significant Unusual Transactions
.258 Significant, unusual, or highly complex transactions resulting in
revenue recognition that are executed with customers who are not related
parties similarly may be given special consideration because they also may
pose "substance over form" questions and may involve the collusion of the
entity and the customer in a fraudulent revenue recognition scheme.

Nature of Business and Accounting for Revenue
.259 Improper revenue recognition can occur in any industry. Risk factors
are present in particular industries and differ depending on the nature of the
product or service and its distribution. Products that are sold to distributors
for resale pose different risks than products or services that are sold to end
users. Sales in high-technology industries, where rapid product obsolescence
is a significant issue, pose different risks than sales of inventory with a longer
life, such as farm or construction equipment, automobiles, trucks, and appliances. Under FASB ASC 606, which is void of industry-specific guidelines,
companies within the same industry may initially consider accounting for similar transactions differently. However, despite expectations of consistency, the
mechanism for achieving consistency is not presently in place. FASB ASC 606
also increases the need to apply judgment. As a result, the auditor will typically
need to understand the nature of the entity's business and how transactions
and deals are economically structured. The auditor then may be in a position
to evaluate whether the entity's accounting policies are consistent with the
nature of the business and transactions and compliant with the principles of
FASB ASC 606.
.260 In gaining an understanding of the nature of the entity's business,
the auditor may consider factors that are relevant to the entity's revenue recognition, such as the following:

r
r
r
r

The appropriateness of an entity's application of revenue recognition principles in the context of the industry in which it operates
Whether there has been a change in the entity's revenue recognition policy (absent a change in accounting principles) and, if so,
why
The entity's process of accumulating evidence to support estimates
and fair valuations used in recognizing revenue
The entity's practice with regard to sales and payment terms and
the existence of implied performance obligations, and whether
there are deviations from industry norms or from the entity's own
practices, such as the following:
— Sales terms that do not comply with the entity's normal
policies
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—

Valid customer expectations, created by the entity's customary business practices, that certain goods or services
will be included in the arrangement even if they are not
explicitly stated in a contract

—

The existence of longer than expected payment terms or
installment receivables

—

Consideration that is variable in nature exists in certain
contracts

—

The use of nonstandard contracts or contract clauses with
regard to sales

—

Stand-alone selling prices based on non-observable prices
or inputs

—

The lack of a clear method for measuring the entity's
progress toward satisfying a performance obligation

Practices with regard to the shipment of inventory that could
indicate the potential for misstatements of revenue or that could
have other implications for the audit, such as the following:
—

The entity's shipping policy is inconsistent with previous
years. For example, if an entity ships unusually large
quantities of product at the end of an accounting period,
it may indicate an inappropriate cutoff of sales. Alternatively, if an entity that normally ships around the clock
has stopped shipments one or two days before the end of
the current accounting period, it may indicate that management is abandoning its normal operating policies in
an effort to manage earnings, which may have broader
implications for the audit.

—

Shipments recorded as revenue are sent to third-party
warehouses rather than to customers.

—

Shipments recorded as revenue result from billing for
demonstration products that are already in the field.

Integrity of Evidence
.261 Another challenge is the sufficiency and appropriateness of audit
evidence supporting revenue recognition. Indicators that revenue may have
been improperly recorded include

r
r
r
r

inconsistent, vague, or implausible responses from management
or employees to inquiries about sales transactions or about the
basis for estimating sales returns.
documents to support sales transactions or journal entries affecting revenue accounts are missing.
bills of lading that have been signed by entity personnel rather
than a common carrier.
documents such as shipping logs or purchase orders have been
altered.

Also refer to the section titled "Obtaining Audit Evidence."
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Potential Accounting Misstatements
.262 When evaluating whether revenue was recognized properly, auditors
would normally consider whether the entity has properly applied the requirements of the applicable financial reporting framework (for example, GAAP).
The evaluation of the entity's accounting principles would normally consider
the nature of the entity's goods or services as well as the structure of the
contracts. Additionally, auditors may want to consider whether an entity's accounting principles are more aggressive than those of their peers, which may
assist the auditors in identifying additional risks of material misstatements.
.263 The following paragraphs discuss indicators related to sales transactions that may indicate improper revenue recognition. The indicators are
categorized into sales that may not be realized as a result of the absence of a
contract with the customer, failure to identify the performance obligations, the
transaction price is undeterminable, allocation of the transaction price is incorrect, or the entity has not satisfied the performance obligations. The five-step
process frames the discussion.

Identify the Contract With the Customer
.264 Under FASB ASC 606, a contract is defined as an agreement between two or more parties that creates enforceable rights and obligations. The
contract should have the approval and commitment of the parties, identify the
rights of the parties, identify the payment terms, and have commercial substance. Finally, collectibility of the consideration to which the entity is entitled
is considered probable. Reading and understanding the terms of the sale contract will often assist auditors in obtaining an understanding of criteria necessary for a contract to exist. Auditors may want to consider the risks associated
with the existence of nonstandard sales agreements or transactions which are
not part of the entity's normal terms and conditions. In addition, auditors may
want to evaluate the risks associated with contracts signed in new markets,
especially under international laws. Transactions which may create greater
risk of material misstatement when evaluating whether a contract exists, or
the terms of the contract, may include the following:

r
r
r
r
r

Transactions with related parties
Transactions involving new products, new customers, international markets, or new sales channels (such as a shift to sales
made through a distribution channel)
Transactions based on oral or implied contracts that are enforceable or based on the entity's customary business practices
Sales of merchandise that are shipped in advance of the scheduled
shipment date without evidence of the customer's agreement or
consent or documented request for such shipment
Sales in which evidence indicates the customer's obligation to pay
for the product is contingent on the following:
— Resale to another (third) party (for example, sale to distributor or consignment sale)
— Receipt of financing from another (third) party

.265 Contract modifications may have a significant impact on an entity's
ability to record revenue. In situations where auditors are evaluating specific
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contracts, auditors may consider the risk associated with the existence of modified or amended contracts. In situations where modified or amended contracts
exist, the auditor will ordinarily obtain the final contract as well as the various modified agreements when evaluating whether any additional rights or
obligations are created through the contract modifications.

Identify the Performance Obligations in the Contracts
.266 The improper identification of performance obligations in a customer
contract may create a risk of material misstatement depending on the nature of
the goods or service an entity sells to its customers. In addition to reviewing an
entity's contracts with its customers, auditors may consider reviewing an entity's website, marketing materials, and press releases or performing inquiries
with an entity's sales representatives when evaluating what performance obligations exist. Auditors may also consider industry practices when evaluating
what performance obligations may exist for the entity. Additional considerations may be necessary in situations where implied performance obligations
exist or an entity's practice differs from its stated terms. In those situations,
auditors may consider additional risks related to substance-over-form considerations.

Determine the Transaction Price
.267 Contracts where the transaction price is variable may create a heightened risk of material misstatement. Contracts with discounts, rebates, refunds,
credits, price concessions, incentives, performance bonuses, or penalties may
impact the amount of consideration an entity expects to be entitled to in exchange for transferring promised goods or services. The impact of these terms
may be based on management's estimate and create a high degree of estimation uncertainty and may be subject to management bias. Another risk is that
management inappropriately fails to constrain variable revenue for which it is
not probable that a significant revenue reversal will not occur.

Allocate the Transaction Price to the Performance Obligations
.268 Auditors will normally evaluate management's judgments when the
transaction price is allocated to each performance obligation based on the
stand-alone selling price or an estimate. Depending on the nature of the entity's
goods or services, an observable price based on a stand-alone sale may not be
available. In situations where an entity should estimate the stand-alone selling price, auditors will normally obtain the various assumptions and estimates
made by management. The level of estimation uncertainty may increase in situations where the stand-alone selling price is based on non-observable inputs.
Auditors may also consider the impact any management bias would have on
the allocation of any discount or the allocation of variable consideration when
determining the transaction price.

Recognize Revenue When (or as) the Entity Satisfies a
Performance Obligation
.269 In situations where the performance obligation is satisfied at a point
in time, auditors may consider the risks associated with revenue being recorded
in the incorrect period. Examples of these situations include

r
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sales billed to customers before the transfer of control over goods
held by the seller (for example, bill-and-hold or ship-in-place
sales).
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shipments made after the end of the period (books kept open to
record revenue for products shipped after the end of the period do
not satisfy the control criterion for the current period).
shipments made to a warehouse or other intermediary location
without the instruction of the customer.
goods pre-invoiced before or in the absence of actual shipment.
partial shipments made in which the portion not shipped is a
critical component of the single performance obligation product.
purchase orders recorded as completed sales.

.270 The assessment of satisfaction of performance obligations over time
requires judgment and includes many criteria. Some risks that exist for these
types of contracts include the following:

r
r
r

Management defaults to straight line revenue recognition that
does not accurately depict how the customer receives and consumes the benefits of the promise during the contract period.
When measuring progress toward complete satisfaction of a performance obligation over time, management does not correctly
calculate progress to date.
When measuring progress toward complete satisfaction of a performance obligation over time, the method of measurement is not
consistently applied.

Consideration of Fraud as it Relates to Revenue
.271 AU-C section 240 is the primary source of AICPA authoritative requirements and guidance about an auditor's responsibilities concerning the
consideration of fraud in a financial statement audit.24 AU-C section 240 establishes requirements and provides guidance to auditors in fulfilling their
responsibility to plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement,
whether caused by error or fraud, as stated in paragraph .06 of AU-C section
200, Overall Objectives of the Independent Auditor and the Conduct of an Audit
in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards).
.272 Two types of misstatements are usually relevant to the auditor's
consideration of fraud in a financial statement audit:

r
r

Misstatements arising from fraudulent financial reporting
Misstatements arising from misappropriation of assets

.273 Three conditions are generally present when fraud occurs. First,
management or other employees have an incentive or are under pressure, which
provides a reason to commit fraud. Second, circumstances exist—for example,
the absence of controls, ineffective controls, or the ability of management to
24
For audits performed in accordance with PCAOB Standards, paragraph .01 of AS 2401, Consideration of Fraud in a Financial Statement Audit (AICPA, PCAOB Standards and Related Rules),
states when performing an integrated audit of financial statements and internal control over financial reporting, refer to paragraphs .14–.15 of AS 2201, An Audit of Internal Control Over Financial
Reporting That Is Integrated with An Audit of Financial Statements (AICPA, PCAOB Standards and
Related Rules), regarding fraud considerations in addition to the fraud considerations set forth in AS
2401.
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override controls—that provide an opportunity for a fraud to be perpetrated.
Third, those involved are able to rationalize committing a fraudulent act.
.274 There is a presumption that improper revenue recognition exists
as a fraud risk. Material misstatements due to fraudulent financial reporting
often result from an overstatement of revenue, but may also result from an
understatement of revenue. Therefore, the auditor ordinarily presumes that
there is a risk of material misstatement due to fraud relating to revenue. (See
paragraphs .26, .A75, and appendix B of AU-C section 240 for examples arising
from fraudulent financial reporting.)
.275 Examples of fraud risks relating to improper revenue recognition
include, but are not limited to, the following:

r
r
r
r
r
r
r
r

Management override of entity controls over revenue recognition
Premature revenue recognition
Recording fictitious revenue
Improperly shifting revenue to an earlier or later period
Improperly using a portfolio approach to mask the results of an
individual contract or group of contracts with unfavorable results
Not recognizing unsigned or oral contracts or contracts implied by
the entity's customary business practices
Not identifying all material performance obligations
Manipulating estimates used in accounting for revenue, including, but not limited to
—

variable consideration, including constraining estimates
of variable consideration

—

return reserves

—

stand-alone selling price of bundled goods or services or
both

Discussion among Engagement Personnel Regarding the Risks of
Material Misstatement Due to Fraud
.276 Members of the audit team should discuss the potential for material
misstatement due to fraud in accordance with the requirements of paragraph
.15 of AU-C section 240. The discussion among the audit team members about
the susceptibility of the entity's financial statements to material misstatement
due to fraud will ordinarily include a consideration of the known external and
internal factors affecting the entity that may (a) create incentives or pressures,
or both, for management and others to commit fraud, (b) provide the opportunity for fraud to be perpetrated, and (c) indicate a culture or environment that
enables management to rationalize committing fraud. Communication among
the audit team members about the risks of material misstatement due to fraud
will typically continue throughout the audit.
.277 In addition to the discussion points noted previously, the fraud discussion should also include the following, in accordance with paragraph .15 of
AU-C section 240:

r
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Consideration of circumstances that might be indicative of earnings management or manipulation of other financial measures,
and consideration of the practices that might be followed by management to manage earnings or other financial measures that
could lead to fraudulent financial reporting;
The importance of maintaining professional skepticism throughout the audit regarding the potential for material misstatement
due to fraud; and
How the auditor might respond to the susceptibility of the entity's
financial statements to material misstatement due to fraud.

As fraud can be perpetrated in many different ways, the auditor would typically
understand and discuss the different types of revenue transactions of the entity
and how the different types of transactions could be fraudulently manipulated.

The Importance of Exercising Professional Skepticism
.278 Professional skepticism25 is important when considering the risks
of material misstatement due to fraud or error. Professional skepticism is an
attitude that includes a questioning mind and a critical assessment of audit
evidence. The auditor conducts the engagement with a mindset that recognizes the possibility that a material misstatement due to fraud or error could
be present, regardless of any past experience with the entity and the auditor's
belief about management's honesty and integrity. Furthermore, professional
skepticism requires an ongoing questioning of whether the information and
evidence obtained suggests that a material misstatement has occurred. Some
specific procedures that can be used to enhance audit effectiveness include
varying the intensity of audit procedures applied to financial statement items
(designing a "deeper dive"), varying the mix of audit procedures from time
to time, assigning different experienced staff, and conducting effective brainstorming sessions with fraud specialists.

IFRS 15 Versus FASB ASC 606
.279 When reporting involves both GAAP and IFRS standards, some differences in the standards or interpretation could be important. For example,
the collectibility threshold for revenue recognition under IFRS 15 has been
interpreted as "more likely than not" in international practice, but the term
"probable" in FASB ASC 606 has been interpreted at a higher level than "more
likely than not." Other differences between the two sets of standards include
interim disclosure requirements, early application and effective date, reversal
of impairment losses, and nonpublic entity requirements. These differences,
although relatively minor, may need to be considered and reconciled in the
auditing and disclosure process when an entity prepares financial statements
under U.S. GAAP and IFRS. Refer to appendix A, "Comparison of IFRS 15 and
Topic 606," of the Basis for Conclusions on IFRS 15 for more information on
these differences.

25
Professional skepticism is characterized as "an attitude that includes a questioning mind,
being alert to conditions that may indicate possible misstatement due to fraud or error, and a critical
assessment of audit evidence." See paragraphs .14 and .17 of AU-C section 200.
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The Role of Controls over Financial Reporting in Revenue
Recognition
.280 Paragraph .03 of AU-C section 315 states that an auditor should
obtain an understanding of the entity and its environment, including its system
of internal control:
The objective of the auditor is to identify and assess the risks of material misstatement, whether due to fraud or error, at the financial
statement and relevant assertion levels through understanding the
entity and its environment, including the entity's internal control,
thereby providing a basis for designing and implementing responses
to the assessed risks of material misstatement.
.281 In obtaining an understanding of the entity's internal control, the
principles in the 2013 COSO framework26 provide a useful approach for entities. These principles are referred to by their number throughout this alert.
Additional guidance regarding the assessment of the entity's internal controls
over financial reporting during the transition phase can be found in the section
titled "Auditing Considerations in the Adoption and Transition to FASB ASC
606."

Control Environment
.282 Principle 127 of the 2013 COSO framework requires the entity to
demonstrate "a commitment to integrity and ethical values."28 Setting the
right "tone at the top," as well as setting expectations for recognizing revenue
and complying with the provisions of FASB ASC 606 are critical to ensuring
appropriate and effective controls. Pressures by senior management to recognize revenue in advance of the satisfaction of a performance obligation can
undermine an otherwise robust system of internal control. Senior management
sets the tone for consistent application of the sound and unbiased judgments
required under FASB ASC 606.
.283 Principle 2, "Exercises Oversight Responsibility," of the 2013 framework requires an entity's board of directors or, alternatively, the governance
function to exercise oversight of the development and performance of the entity's internal controls. To meet this requirement regarding revenue recognition, the board of directors will usually need adequate resources and authority
to fulfill their role of being informed, vigilant, and effective overseers of the
financial reporting process and the entity's internal controls. This includes being informed of changes in control structure due to FASB ASC 606, as well as
changes related to new contracts and customer relationships.
.284 Principle 3, "Establishes Structure, Authority, and Responsibility,"
of the 2013 framework requires management to establish reporting lines and

26
When using a COSO framework, it is anticipated that entities will adopt the 2013 framework
because previous versions have been superseded. Entities may also adopt another comprehensive
framework, as permitted by AU-C section 315. Auditors may need to adapt their approach to the
COSO framework adopted by the auditee.
27
The seventeen principles enumerated in the 2013 COSO framework are summarized in appendix C, Internal Control Components, of the AICPA Audit Guide Assessing and Responding to Audit
Risk in a Financial Statement Audit.
28
©2013, Committee of Sponsoring Organizations of the Treadway Commission (COSO). All
rights reserved. Used by permission. See www.coso.org.
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appropriate authorities not only among its revenue recognition implementation
team but also with the board of directors or governance function.

Internal Audit Considerations
.285 The 2013 framework recommends that entities maintain an effective
internal audit function that is adequately staffed with qualified personnel appropriate to the size and nature of the entity. To enhance the objectivity of the
internal audit function, the chief internal auditor will ordinarily have direct
access and report regularly to the entity's chief executive officer and to the
audit committee. An important responsibility of the internal audit function is
to monitor the performance of an entity's controls. Internal auditors may be
involved in monitoring management's ongoing implementation of FASB ASC
606 and thus will likely be familiar with the new requirements. Additionally,
internal auditors and management may begin to develop plans to monitor the
effectiveness of new or revised controls that entities will likely employ as a
result of adopting FASB ASC 606. Although smaller entities may not have
the resources to have a full-time internal auditor or staff, some are able to
achieve some of the objectives of an internal function through the actions of
management or by hiring part-time resources.

Assignment and Evaluation of Personnel
.286 Principle 4, "Demonstrates Commitment to Competence," of the 2013
framework, emphasizes the importance of being able to attract, develop, and
retain competent individuals in alignment with the financial reporting objectives. All entities should have appropriate resources to evaluate revenue
arrangements and properly apply the principles of FASB ASC 606. Personnel
needs may differ according to the complexity of revenue recognition for that entity. The needs might be satisfied through a designated accounting policy and
controls function or through a relationship with a qualified service provider
possessing resources with sufficient training and competence. Because FASB
ASC 606 provides a principles-based accounting model, more judgment will
likely be involved in processing routine transactions. Therefore, entities may
need to continually reassess the impact of the required financial reporting
competencies and revise training, retention, and recruitment appropriately.
.287 Principle 5 of the 2013 framework also addresses the process of managing personnel involved in the financial reporting process, including holding
individuals accountable for their internal control responsibilities. Management
may need to reassess the performance management processes for those individuals who will be performing new or revised controls in conjunction with
adopting FASB ASC 606.

Risk Assessment
.288 An entity's preliminary consideration of the risks associated with the
implementation of FASB ASC 606 may be helpful in anticipating and minimizing issues that may be identified in the transition and going-forward accounting
process. Additional lead time in anticipating and addressing these issues will
likely create a smoother and more efficient implementation for entities and
auditors.
.289 Principles 6 and 7 in the 2013 framework are "The organization
specifies objectives with sufficient clarity to enable the identification and assessment of risks relating to objectives," and "The organization identifies risks
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to the achievement of its objectives across the entity and analyzes risks as a basis for determining how the risks should be managed," respectively. They relate
specifically to an entity's recognition and response to risks of financial reporting. For many entities, FASB ASC 606 may pose risks of fairly presenting current and historical revenue. Entities are expected to update risk assessments
as a result of considering the effect of FASB ASC 606 on an entity's internal control over financial reporting and financial reporting objectives. Because this is
a major change in accounting guidance for many entities and principle 9, "The
organization identifies and assesses changes that could significantly impact the
system of internal control," relates to management responding to changes, it
is likely that the change in the revenue recognition accounting will create new
financial reporting risks that the entity may identify and subsequently design
controls to address. This also relates to the design of controls in principles 10,
"The organization selects and develops control activities that contribute to the
mitigation of risks to the achievement of objectives to acceptable levels," and
12, "The organization deploys control activities through policies that establish
what is expected and in procedures that put policies into action."
.290 For auditors, revenue recognition is a presumed fraud risk, as described in AU-C section 240, and relates to principle 8 of the 2013 framework,
"The organization considers the potential for fraud in assessing risks to the
achievement of objectives." It is critical that management and auditors be
aligned with regard to this issue. When revenue recognition is not a fraud
risk, revenue recognition still holds an important role in financial statement
preparation, as revenues may have a central role in forming a benchmark from
which the reasonableness of other financial statement amounts is measured.
.291 During the transition to and post-adoption implementation of FASB
ASC 606, entities will likely establish effective controls to ensure complete and
accurate financial reporting of revenues. Such controls may help control audit
costs of testing the data used and satisfying the assertions regarding revenue.

Control Activities
.292 The 2013 framework defines control activities as "the actions established through policies and procedures that help ensure that management's
directives to mitigate risks to the achievement of objectives are carried out."
Control activities normally flow from the entity's risk assessment process, and
the failure to design controls to address identified risks may result in communications to management and governance regarding significant deficiencies and
material weaknesses. Controls may be preventive or detective in nature and
may encompass a range of manual and automated activities such as authorizations and approvals, verifications, reconciliations, and business performance
reviews. Although a mixture of different types of controls is considered desirable, a specific mixture is not required.
.293 FASB ASC 606 is a principles-based standard that will require management to exercise more judgment and potentially make more estimates or
exercise more influence in the revenue recognition process. It is critical that
entities have an effectively designed system of internal control to address this
increase in subjectivity. The following table discusses key considerations when
evaluating an entity's control activities.
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Considerations That Management May Need to Address
With New or Amended Controls and That the Auditor, in
Turn, May Need to Evaluate and Perhaps Test (for
Example, When Following a Controls Reliance Strategy)

Five-step
model
Step 1:
Identify the
contract with
the customer

Controls over:

•
•

•
•
•
•
•
Step 2:
Identify
performance
obligations

Identifying contracts (whether written or unwritten) that
meet the criteria defined in FASB ASC 606-10-25-1
Reassessing arrangements not initially meeting the
criteria of a contract in accordance with FASB ASC 606
as significant changes may occur in the underlying facts
and circumstances
Assessing management's and the customer's
commitment and ability to perform under the contract
Ensuring payment terms are properly considered
Assessing the collectibility criterion
Evaluating whether combined or individual contracts
meet the various criteria specified in FASB ASC
606-10-25-9
Evaluating contract modifications

Controls over:

•
•
•

Step 3:
Determine
the
transaction
price

79

Identifying performance obligations, including those
explicitly stated in the contract and those that may be
implied based on customary business practices
Evaluating whether a promised good or service is
distinct, particularly within the context of the contract
Evaluating whether a series of goods or services should
be treated as a single performance obligation

Controls over:

•

•
•
•
•

Estimating the amount to which the entity expects to be
entitled (that is, the transaction price), including any
variable consideration. When valuation consultants are
hired, it is normally expected that controls are in place to
ensure their competence and objectivity
Evaluating whether any portion of variable consideration
should be constrained
Determining the fair value of noncash consideration
Identifying and measuring whether there is a significant
financing component in the contract
Determining the accounting for consideration payable to
a customer
(continued)
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Considerations That Management May Need to Address
With New or Amended Controls and That the Auditor, in
Turn, May Need to Evaluate and Perhaps Test (for
Example, When Following a Controls Reliance Strategy)

Five-step
model
Step 4:
Allocate the
transaction
price

Controls over:

•
•

Estimating the stand-alone selling price, including the
maximizing of observable inputs in that process
Determining the appropriate transaction price allocation,
including variable consideration and discounts

Step 5:
Controls over:
Satisfaction of
• Determining whether performance obligations are
performance
satisfied at a point in time or over time
obligations
• Measuring progress toward complete satisfaction of a
performance obligation that is satisfied over time (that
is, the input and output methods)
• Recognizing revenue only when (or as) control is
transferred to the customer

Information and Communication
.294 FASB ASC 606 requires more information and data about the entity's activities than under current guidance for management to be able to
properly account for contracts with customers and to prepare the necessary
disclosures. This may often include using internal and external information to
make appropriate judgments and estimates where necessary. The process by
which information is gathered across the organization is fundamental to any
effectively designed system of internal control. Gathering the necessary information to apply FASB ASC 606 may require seamless communication across
the various functions of the organization.
.295 Because historical data may be needed to assess the status of existing
contracts not fully satisfied in the prior reporting periods, entities may need
to be mindful of what data needs to be retained to reliably restate financial
statements at the time of the transition. In addition, the information needs
regarding required disclosures will normally also be considered. Given the different data retention and retention formats chosen by entities, the availability
of the data in useable form when needed may greatly affect the cost and complexity of transitioning to FASB ASC 606. Early assessment of information
needs may be valuable.

Monitoring
.296 The evaluation process of controls functionality is a group effort
that may be performed by entity leadership, internal auditors, or others. Under the 2013 framework, the independent auditor is not a part of the entity's
process of evaluating its system of internal control. The functionality of an
entity's system of internal control is a fluid process, impacted by changes in
rules, regulations, the business environment, and evolving technology. As controls related to FASB ASC 606 begin to change, entity leadership and internal
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auditors may need to modify their monitoring activities to ensure that controls
maintain their functionality.
.297 Principles 16 and 17 in the 2013 framework provide guidance in two
areas: (1) evaluation of control designs and functionality and (2) communication
of deficiencies in internal control design and functionality to management and
the board of directors or governance. The following list outlines principles 16
and 17 and describes some factors the organization and external auditors may
need to consider when applying these principles.

r

Principle 16: "The organization selects, develops, and performs
ongoing or separate evaluations to ascertain whether the components of internal control are present and functioning."
— The organization may need to consider its monitoring
approach in order to ensure that the five steps for recognizing revenue under FASB ASC 606 are appropriately
integrated into the financial reporting process.

r

— External auditors may want to consider how the organization has changed its evaluation process related to contractual performance and satisfaction, contractual scope
modifications, identification of performance obligations
and assessment of their materiality (either quantitatively, qualitatively, or both), and estimates involving
the probability surrounding variable consideration.
Principle 17: "The organization evaluates and communicates internal control deficiencies in a timely manner to those parties
responsible for taking corrective action, including senior management and the board of directors, as appropriate."
— The organization may need to modify its preventative and
corrective action processes in order to ensure that impacted parties understand any changes related to FASB
ASC 606.
— External auditors may want to consider the organization's control environment and process changes in order
to be able to properly identify deficiencies in controls, if
any, and ascertain the degree of significance.

Obtaining Audit Evidence
.298 AU-C section 330 includes requirements for the auditor to design and
implement responses to the risks of material misstatement identified at the
financial statement level in the risk assessment process. FASB ASC 606 may
require a fresh look at assessments related to revenue and related disclosures.
The auditor designs procedures whose nature, timing, and extent are based
on, and are responsive to, the assessed risks of material misstatement at the
relevant assertion level. In designing the procedures, the auditor considers the
type of audit evidence necessary. The more persuasive evidence the auditor can
obtain, the lower the auditor's assessment of remaining risk. To obtain more
persuasive audit evidence, the auditor can increase the quantity of evidence or
increase the quality by obtaining more relevant or more reliable evidence.
.299 The evidence to respond to risks of material misstatement includes
the presumption that risks of fraud exist in revenue recognition as noted in
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AU-C section 240. Overall responses include assigning and supervising personnel appropriately and incorporating an element of unpredictability into the
nature, timing, and extent of audit procedures. Additionally, and particularly
relevant for auditing revenue, the auditor can evaluate the selection and application of accounting policies, especially those related to subjective measurements and complex transactions, because they may be indicative of fraudulent
financial reporting or potential management bias.
.300 The risks identified are the basis for developing further audit procedures. Substantive procedures and tests of controls can be utilized, either
individually or in combination, to develop the appropriate audit approach.
Ultimately, the audit evidence obtained during the audit is cumulative and
evaluated together to form the audit opinion.

Types of Substantive Procedures
.301 Various types of substantive procedures may be used in satisfying
the relevant assertions for revenue recognition. The inherent risk assessment
and the assessment of control risk regarding the assertions in revenue, when
considered together, form an assessment of the risk of material misstatement
from which the auditor designs other substantive procedures to address the
audit risk in revenue. The following paragraphs discuss substantive procedures
that may be useful in auditing revenue.
.302 Vouching. The final contract may provide evidence sufficient to assess
proper revenue recognition. The vouching of contract terms to the amount of
revenue booked could be set up as a sample or all contracts may be subject to
testing. Some procedures will normally be applied to any portion of contracts
not sampled or otherwise selected for vouching that could, by themselves or
in combination with other misstatements, lead to a material misstatement.
The auditor will normally select any individual contracts for examination if,
due to their size or risk characteristics, they could result in a misstatement
greater than tolerable misstatement or performance materiality or aggregate
with other misstatements to breach these thresholds.
.303 Tests of Details and Cutoff Tests. Tests of details may be used to assess cutoff by testing transactions before and after the cutoff date. If cutoff controls are determined to be effective, the extent of testing for substantive cutoff
procedures may be reduced. To test the accuracy or valuation of sales transactions, particularly when complex revenue recognition issues are involved, the
revenues balance itself may be sampled to assess the accuracy of the determination of revenue. After considering inherent risk, control risk, and analytical
procedures risk,29 the substantive sample size may be responsive to the remaining risk of misstatement and the tolerable and expected misstatement for
the account. As noted in the section titled "General Audit Considerations over
Revenue Recognition," the existence of revenue may also be addressed by the
audit procedures surrounding cash receipts and accounts receivable.
.304 Confirmations. External evidence such as confirmation of the contract terms with customers is stronger than internal documentation alone.
There remains a general expectation that auditors will often confirm a sample

29
The aforementioned risks measure the effectiveness of these procedures in detecting misstatement. Substantive tests may then be designed to achieve an overall low risk of undetected
misstatement.
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of accounts receivable, unless certain conditions are met. However, confirmations may go beyond account balances and may include terms of the agreement
or the presence or absence of certain conditions such as side agreements or implicit agreements. AU-C section 240 suggests that the confirmation of contract
terms may mitigate fraudulent financial reporting.
.305 Analytical Procedures. These procedures may be performed in the
planning, performance, and final review phases of the audit and may be used
as a substantive testing procedure. However, analytical procedures may not
be as effective or efficient as a test of details in providing the desired level of
assurance for some assertions such as valuation or accuracy of specific contracts
when a variety of contractual types exist for an entity.
.306 Analytical procedures generally involve the comparison of recorded
amounts, or ratios developed from the recorded amounts, to expectations developed by the auditor. They may also be used to confirm expected relationships
between production or purchases with sales and cost of sales and also with
resulting balances in inventories. In frauds involving revenue or inventories,
analytical procedures can be effective in identifying unusual or inexplicable
relationships.
.307 An objective of analytical procedures in planning is to identify specific
risks such as unusual patterns of sales within and between periods. Examples
of such patterns include unusual patterns of sales around the cutoff date or
unusual patterns of returns and allowances. For example, a strong negative
result in a revenue or related returns account after period end may indicate that
higher than normal volumes of sales are being returned (for example, bill-andhold sales). Management override of controls may also be an explanation for
unusual patterns or trends. Corroborating evidence can confirm management's
explanations for unusual patterns.
.308 Any time unexpected variances are identified, other evidence may
be obtained to support management's responses. When revenue recognition
is a significant risk of material misstatement, substantive analytical procedures will often be supplemented with evidence from control assessments or
substantive tests of detail.

Audit Evidence Related to the Five Steps of Revenue Recognition under
FASB ASC 606
.309 AU-C section 500, Audit Evidence (AICPA, Professional Standards),
describes procedures auditors may perform—including observations, confirmation, reperformance, and analytical procedures—in order to obtain evidence.
The level of evidence necessary to support the amount of revenue recorded
during a period is likely to be based on the risks associated with the assertions
and class of transactions. The higher the risk, the greater the extent or quality
of evidence is likely necessary. In engagements with higher assessed risks, an
audit plan that includes evidence gathered through inspection, observation,
and external confirmations may be necessary in order to reduce the potential
for undetected misstatements to an acceptable minimum. In the period of implementation and transition, a higher risk may exist regarding open contracts,
resulting in the need for more audit evidence.
.310 AU-C section 500 makes it clear that inquiry alone is usually insufficient evidence to support a significant assertion or assumption. Inquiry
usually needs to be accompanied by other supporting or corroborating evidence
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such as observation or tests of detail. It can be challenging to identify additional sources of evidence in some situations (for example, situations involving
management intentions), but past experience with management and observing
corroborating management actions can also be supportive of an assertion.
.311 When obtaining direct evidence is challenging, (for example, when
assessing the reliability of management's future intentions or when management assertions are critical even though other support is obtained) the auditor
may consider making these intentions and assumptions part of the management representation letter in addition to obtaining other evidence, as necessary, to support management's assertion. See the section titled "Management
Representations" for more information on this topic. The following paragraphs
walk through audit evidence that may be obtained at each step of revenue
recognition under the new guidance.

Identify the Contract With a Customer
.312 In order to have a contract with a customer, an entity is expected
to provide evidence that the contract was approved and has the commitment
of the parties, that the rights of the parties are identified, the payment terms
are identified, the contract has commercial substance, and that collectibility
of the transaction price to which the entity is entitled is probable. Oral contracts present challenges when collecting sufficient and appropriate evidence
to recognize revenue. When evaluating the evidence provided, auditors may
inspect various purchase orders or contracts based on the entity's customary business practice. In situations where contracts are amended, obtaining
a complete and accurate understanding, supported by source documents, may
be necessary when evaluating whether an entity has sufficient audit evidence
supporting their assertion that a contract with a customer exists. In some
industries where contracts take the form of executed contracts between the
parties, auditors may inspect, observe, or confirm the various elements in executed contracts between the parties to ensure the contract has validity. Not all
arrangements will meet all five of the revenue recognition criteria. For example, master supply agreements may constitute a signed contract but may not
pass the first step if payment terms are not defined.

Identify the Performance Obligations in the Contract
.313 A contract with a customer generally identifies the goods or services
that an entity promises to transfer to a customer. However, the performance
obligations identified in a contract with a customer may also include promises
that are implied by an entity's customary business practices, published policies,
or specific statements if, at the time of entering into the contract, those promises
create a valid expectation by the customer that the entity will transfer a good
or service to the customer.
.314 Obtaining evidence of all implied performance obligations in a contract with a customer may be challenging to the auditor. It is important to
obtain a sufficiently detailed understanding of the nature of the entity's business, their customary business practices, and published policies such that the
auditor is able to identify all performance obligations. This understanding may
be obtained by performing the following:

r
r
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Making inquiries of individuals from the entity's various departments in addition to the accounting department (for example,
sales, marketing, legal, information technology)
Obtaining and reading analyst reports
Understanding the policies and practices of the entity's competitors
Understanding industry, regulatory, and other external factors
affecting the entity's business
Confirming the terms of significant contracts

.315 The entity will often need to determine whether the good or service
is distinct within the context of the contract. A good or service that is promised
to a customer may be distinct if specific criteria are met (see the section "Step
2: Identify the Performance Obligations in the Contract"). Evidence the auditor may obtain supporting the assumption that a good or service is distinct
includes, but may not be limited to, the following:

r
r
r

The entity regularly sells the good or service on its own or with
other readily available resources
Evidence that a good or service is delivered on its own (for example, prior to the delivery of other goods or services)
Evidence that the customer could generate economic benefit from
the individual goods or services by using, consuming, selling, or
holding those goods or services

.316 Evidence the auditor may obtain supporting the assumption that a
good or service is not distinct includes, but may not be limited to, the following:

r

The entity provides a significant service of integrating the goods
and services (that may be individually distinct) into a combined
output for which the customer has contracted.

.317 In some contracts, there may be customer options for additional
goods and services. The following is an example of evidence that the customer
may only benefit from the option if exercised (that is, the benefit is not offered
broadly to all customers, as is the case with postcards and email discounts):

r

Selected distribution, such as when a discount is incremental to
the range of discounts typically given for those goods or services
to that class of customer in that geographical area or market30

Determine the Transaction Price
.318 The transaction price is the amount of consideration to which an
entity expects to be entitled in exchange for transferring promised goods or
services to a customer, excluding amounts collected on behalf of third parties
(for example, some sales tax). The consideration promised in a contract with a
customer may include fixed amounts, variable amounts, or both.
.319 The amount of consideration to which the entity will be entitled in exchange for transferring the promised goods or services to a customer can vary
30
Currently there are diverse views on whether a discount on a past purchase is automatically
a material right. The wording here is from FASB ASC 606-10-55-42.
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because of discounts, rebates, refunds, credits, price concessions, incentives,
performance bonuses, penalties, or other similar items. As part of understanding the entity, the auditor will usually obtain an understanding of variable
consideration offered to the customer and how this affects the transaction
price. Auditors may consider reviewing the entity's website, emails offering
special pricing, mailing lists, and the like. The auditor will usually consider
any contradictory evidence. For example, the entity's return policy may be for
a certain period of time and only with a receipt; however, the entity regularly
accepts returns without a receipt outside of the defined return period. The auditor would consider how the entity has considered deviations from its policy in
its estimate of variable consideration. The auditor may also consider historical
credits to the entity's sales and understand how the entity accounts for such
credits currently.
.320 When the entity has reassessed its estimates of variable consideration at the end of the reporting period, the auditor considers any supporting
or contradictory evidence indicating whether there may have been a change in
the amount of consideration received by the entity (for example, a significant
increase in credits in the preceding period).
Any constraint related to variable consideration will normally be considered. This includes

r
r

the entity's historical transactions and the total transaction price
received from the customer upon completion of the contract.
external factors that may influence the total consideration received from the customer, including the amount of time until the
contingency is resolved.

Allocate the Transaction Price to the Performance Obligations
in the Contract
.321 As noted previously, AU-C section 500 states that inquiry alone is
not sufficient audit evidence. Similarly, a contractually stated price or a list
price for a good or service may not be presumed to be the stand-alone selling
price. When gathering evidence of the stand-alone selling price, an inspection or
observation of features of the contract between the parties may be appropriate.
.322 Evidence supporting the stand-alone selling price may be based on
an inspection of various arrangements, noting the reference to the price of an
item when sold separately. The extent of evidence needed may vary based on
the assessed risk of material misstatement associated with the specific class of
transactions or revenue stream.
.323 In many instances, audit evidence to support the stand-alone selling
price of an element in a multiple-element arrangement may be obtained from an
evaluation of a vendor's historical sales of products and services. The following
are examples of factors that may be useful in evaluating a vendor's product
and service pricing history:

r
r

Similarity of customers
—

Similarity of products or services included
—
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— Stage of product life cycle

r

— Elements included in the arrangement
Similarity of license economics
— Length of payment terms
— Economics and nature of the license arrangement

Recognize Revenue When or as the Entity Satisfies
a Performance Obligation
.324 In situations where client acceptance is a condition that impacts the
satisfaction of the performance obligation, evidence of the customer accepting
the product or service may be necessary. In situations with a heightened risk
related to whether the performance obligation was satisfied, the auditor may
decide to confirm directly with the customer regarding the terms of the contract and the satisfaction of the performance obligations. If uncertainty exists
regarding a customer's acceptance after delivery of a good or service, revenue
may not be recognized until acceptance occurs. However, note that FASB ASC
606 is not as restrictive as FASB ASC 605 in prohibiting revenue recognition
as it relates to acceptance clauses.
.325 When evaluating the sufficiency and appropriateness of audit evidence supporting the satisfaction of a performance obligation, evidence may
vary based on the nature of the performance obligation. Evidence related to
the satisfaction of a performance obligation associated with the delivery of
product may be supported through the inspection of shipping documents from
third-party carriers. In situations where performance obligations are satisfied
though the delivery of services, evidence may consist of the inspection of work
orders or timecards.

Auditing Estimates
.326 Estimates, discussed within AU-C section 540, are pervasive within
the new revenue recognition process. Entities may be required to make more
estimates and use more judgment than under current guidance. To evaluate
the effects of these changes, management will ordinarily identify areas in which
key judgments and estimates will be required. These areas may include identifying the contract and performance obligations in the contract, estimating
the amount of variable consideration to include in the transaction price, and
allocating the transaction price to each separate performance obligation based
on the stand-alone selling prices.
.327 The following table illustrates some considerations related to management estimates within the five-step model of FASB ASC 606.
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Five-Step
Model

Management Estimates That
May Be Required

Audit
Considerations

Identify the
contract with a
customer—
contract
modifications31

Although it is always
required that a contract be
approved in order to apply
modification accounting, if
the entity has not yet
determined the price (and it
is enforceable), the entity
should estimate the change to
the transaction price using
the variable consideration
guidance.

If using a controls reliance
strategy, auditors will usually
need to test management's
controls around contract
modifications. Auditors will
usually evaluate the sufficiency
of substantive evidence around
approval of modifications to
contracts without a final price
and determine the collectibility
of the contract based on the
modified transaction price.

Determine the
transaction
price—variable
consideration

Transaction price is based on
the amount to which an
entity expects to be entitled.
This amount is meant to
reflect the amount that the
entity has rights to under the
present contract. If the
consideration promised in a
contract includes a variable
amount, an entity should
estimate the amount of
consideration to which the
entity will be entitled in
exchange for transferring the
promised goods or services to
a customer, subject to a
constraint.

FASB ASC 606 created a new
method for determining the
transaction price by shifting
from "fixed and determinable" to
estimating variable
consideration using either the
expected-value or
most-likely-amount approaches.
Processes, systems, and controls
will likely need to transform to
support this new approach.
Management may develop new
controls that incorporate
available information, the
methods applied and rationale,
and the application of the
method used to compute
variable consideration.
Management is expected to
consider all the information
(historical, current, and
forecast) that is reasonably
available to identify a
reasonable number of possible
consideration amounts. The
information an entity uses to
estimate the amount of variable
consideration typically would be
similar to the information that
management uses during the
bid-and-proposal process and in
establishing prices for promised
goods or services. Thus, as part
of this control, management
may establish a process for
connecting accounting with
sales and financial planning
departments.

31
Other considerations such as collectibility may also result in management estimates. This
illustrative table is not intended to be all inclusive.
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Management Estimates That
May Be Required
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Audit
Considerations
When evaluating the
reasonableness of an estimation
of variable consideration made
by an entity, auditors ordinarily
will carefully evaluate the
relevant factors and
assumptions that the entity has
considered in making the
accounting estimate, including
the entity's reasons for the
particular assumptions. This
will usually include evaluating
whether the assumptions made
by the entity in making the
estimate are based on
reasonable assessments of
present business circumstances
and trends, and the most
currently available information;
whether they are complete (that
is, whether assumptions were
made about all relevant factors);
whether they are supported by
reliable information; the range
of the assumptions; and the
alternatives that were
considered but not used,
including any reconciliation of
information that may be
contradictory to the final
conclusion. When relying on
management's controls, auditors
may test them to ensure the
consistent application of the
selected methodology and the
completeness and accuracy of
the information used to make
the estimate.
When evaluating the
reasonableness of the
assumptions used to estimate
variable consideration, auditors
may evaluate whether the
assumptions are consistent with
historical trends and with prior
years' assumptions; whether the
changes in any assumptions are
supported by, or required
because of, changes in
circumstances or facts; whether

(continued)
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Five-Step
Model

Management Estimates That
May Be Required

Audit
Considerations
assumptions differ from prior
years' assumptions when they
should; and whether
assumptions are consistent with
each other and with
management's plans, and any
other information obtained (for
example, evidence obtained via
direct confirmation of the terms
of an arrangement with a
customer). Auditors ordinarily
will be alert for transactions
whose terms are not consistent
with an entity's policies or past
practices regarding returns or
refunds, particularly those
involving side agreements that
allow for a right of return that is
inconsistent with historical
experience. Whenever such
policies are unclear, auditors
may confirm the terms of the
relationship with the customer.
If management designs controls
that the auditor intends to rely
on around the use of inputs and
related documentary support for
the estimate, such controls
usually should be tested.
Inquiries and examination of
evidence regarding
management's consideration of
evidence that was contrary to
their ultimate conclusion may
also be necessary. Additionally,
when testing variable
consideration, auditors may
need to consider whether other
forecast data is available within
the organization and the
consistency of assumptions
amongst various analyses.
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Determine the
transaction
price—expected
value and most
likely amount

Management Estimates That
May Be Required

Audit
Considerations

Choosing and applying the
expected-value approach or
the most-likely-amount
approach is a matter of
judgment. FASB indicated
that the expected-value
approach may be more
appropriate when an entity
has a large number of
contracts with similar
characteristics. The
expected-value approach does
not require an entity to
consider all possible
outcomes, even if data is
available. A limited number
of discrete outcomes and
probabilities can provide a
reasonable estimate of the
expected value. The
most-likely-amount approach
may be more appropriate
when the contract has only
two possible outcomes. Also,
FASB indicated that an
entity will always need to
estimate the amount of
variable consideration to
which it will be entitled,
except in certain cases for
sales-based royalties.

Auditing an entity's selection
approach used to estimate
variable consideration and its
application may require the
involvement of valuation
professionals. Although entities
are expected to consider all
information available, it is not
necessary to incorporate every
outcome—the goal is to predict
the expected value. Controls
may be established around
management's consideration of
available information, choice of
method, and application of the
method in computing variable
consideration. Management
may establish a policy for
applying the expected-value or
most-likely-amount approach to
ensure consistency for similar
types of performance
obligations. The election is not a
free choice but should be based
on the number of possible
outcomes and other facts and
circumstances. Also, a control or
component of a control may be
established to ensure the
consistent application of the
method for a particular
performance obligation over
time as well as for similar
performance obligations within
the organization. Absence of the
aforementioned control or
management override may
heighten the risk of bias and
misstatement. Auditors may
also wish to consider whether
the selection of some and not all
possible outcomes may
introduce bias into the
assessment.

91
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Management Estimates That
May Be Required

Audit
Considerations

Determine the
transaction
price—constraint
of variable
consideration

An entity should include in
the transaction price the
variable consideration only to
the extent it is probable that
a significant reversal in the
amount of cumulative
revenue recognized will not
occur when the uncertainty
associated with the variable
consideration is subsequently
resolved. An entity should
consider both the likelihood
and magnitude of the
revenue reversal.

The language within the
variable consideration
constraint focuses on probable
and potentially significant
reversals of revenue based on
cumulative revenue (not just
variable consideration).
Consideration of these factors
would normally be included
within management's new
policy. Additionally, auditors
may wish to discuss how
entities view the terms
"probable" and "significant" and
how they have built these views
into the processes and controls
surrounding their assessments.

Determine the
transaction
price—updating
the estimate of the
transaction price

When an arrangement
includes variable
consideration, an entity
should update its estimate of
the transaction price
throughout the term of the
contract to depict conditions
that exist at each reporting
date. This will involve
updating both the estimate of
the variable consideration
and the constraint on the
amount of variable
consideration included in the
transaction price.

FASB ASC 606 requires
updating the estimate of
variable consideration.
Management may establish a
process and related controls to
update the estimates. When
auditors intend to rely on this
control it should be tested,
which will likely require
considerable judgment in the
audit process. Auditors are
reminded to seek potential
evidence beyond management
inquiry.

Allocate the
transaction
price—stand-alone
selling price

FASB ASC 606 requires an
entity to allocate the
transaction price to the
performance obligations. This
is generally done in
proportion to their
stand-alone selling prices
(that is, on a relative
stand-alone selling price
basis). As a result, any
discount within the contract
generally is allocated
proportionally to all the
separate performance
obligations in the contract.
Under the model, the
observable price of a good or
service sold separately
provides the best evidence of
stand-alone selling price.
However, in many situations,

Entity estimation processes
around stand-alone selling
prices and any related controls
are expected to comply with
FASB ASC 606 and, in some
cases, new processes and
controls may need to be
established. When estimating
the stand-alone selling price,
management may develop a
process and related preparation
and review controls and make
maximum use of observable
inputs, consistent application of
the approach, and the
consideration of market
conditions and entity-specific
factors. Because FASB ASC 606
requires maximizing the use of
observable inputs, management
will likely need to involve
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Recognize
revenue—
satisfaction of
performance
obligations over
time

Management Estimates That
May Be Required

Audit
Considerations

stand-alone selling prices will
not be readily observable. In
those cases, the entity should
estimate the stand-alone
selling price, maximizing the
number of observable inputs
when making such estimates.

personnel beyond accounting
and finance, such as those
involved in pricing decisions.
Documentation of the process
and related controls would often
be expected to be robust,
especially if observable inputs
are limited. Auditors relying on
the entity controls should test
those controls. Auditors may
also need to gather evidence
regarding the entity's choice of
the "best" inputs in its process.

The objective of measuring
progress is to depict an
entity's performance in
transferring control of goods
or services to the customer. A
single method of measuring
progress should be used over
time and consistently applied
to similar performance
obligations. At the end of
each reporting period, an
entity shall remeasure its
progress toward complete
satisfaction of a performance
obligation satisfied over time.
Appropriate methods are
input and output. Changes in
method are not allowed;
changes in estimate related
to measurement of progress
are under FASB ASC 250.

Because entities are required to
remeasure progress toward
complete satisfaction of a
performance obligation satisfied
over time at the end of each
reporting period, judgment may
often be needed to evaluate that
these are truly changes in
estimate and not errors.
Management may develop
controls (likely review and
approval) for remeasuring
progress along with robust
documentation to support
assumptions, and auditors will
likely need to evaluate and may
test those controls.

93

.328 Other areas within FASB ASC 606 where estimation is likely include:
significant financing component, sale of products with a right of return, consideration payable to a customer, valuing noncash consideration, nonrefundable
upfront fees, and estimating the progress toward satisfying a good or service
for which control is being transferred over time.

Potential Area of Focus—Management Bias
.329 Management is in a unique position to incorporate bias or a lack of
neutrality into the estimates they prepare as part of the revenue recognition
process. Revenue is a financial statement area particularly susceptible to bias
because revenue is an important determinant in many factors that influence
employee matters like compensation and promotion considerations, operational
matters like major production, decision-making and strategic direction, and
overall financial performance matters like stock price and stakeholder perception. Additionally, FASB ASC 606 includes provisions that require management estimation, which provides management with the opportunity to insert
their own bias.
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.330 Paragraph .21 of AU-C section 540 includes requirements for the auditor to "review judgments and decisions made by management in the making
of accounting estimates to identify whether indicators of possible management
bias exist." The auditor can perform these procedures when understanding the
inputs and assumptions used to create the estimate. This is an area where the
auditor may exercise increased professional skepticism because of the role of
revenue as it relates to the entity and the ability of management to influence
the final balance through manipulation of the estimate.

Management Representations
.331 Paragraph .10 of AU-C section 580, Written Representations (AICPA,
Professional Standards), states that "the auditor should request that management provide a written representation that it has fulfilled its responsibility, as
set out in the terms of the audit engagement, for the preparation and fair presentation of the financial statements in accordance with the applicable financial
reporting framework" and "for the design, implementation, and maintenance
of internal control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement, whether due to fraud or
error."
.332 Paragraph .20 of AU-C section 580 states that "the date of the written
representations should be as of the date of the auditor's report on the financial
statements." Such representations are part of the audit evidence the independent auditor obtains, but they are not a substitute for the application of those
auditing procedures necessary to afford a reasonable basis for an opinion. Written representations from management complement other auditing procedures.
Paragraph .04 of AU-C section 540 states
Although written representations provide necessary audit evidence,
they complement other auditing procedures and do not provide sufficient appropriate audit evidence on their own about any of the matters with which they deal. Furthermore, obtaining reliable written
representations does not affect the nature or extent of other audit procedures that the auditor applies to obtain audit evidence about the
fulfillment of management's responsibilities or about specific assertions.
.333 AU-C section 580 establishes requirements and provides guidance
on the matters to which specific representations should relate, including the
financial statements; completeness of information; recognition, measurement
and disclosure; subsequent events; and audit adjustments. Examples of such
representations that are relevant to revenue recognition include representations that management
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has disclosed to the auditor the results of its assessment of the
risk that the financial statements may be materially misstated as
a result of fraud.
has disclosed to the auditor any relevant side agreements.
has disclosed to the auditor the identity of the entity's related
parties and all the related-party relationships and transactions of
which it is aware (for example, sales and amounts receivable from
related parties) and has appropriately accounted for and disclosed
such relationships and transactions.
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has provided the auditor with all relevant information and access,
as agreed upon in the terms of the audit engagement.
believes (or does not believe) that significant assumptions used in
making accounting estimates are reasonable.
believes (or does not believe) the effects of uncorrected misstatements are immaterial, individually and in the aggregate, to the
financial statements as a whole. A summary of such items should
be included in, or attached to, the written representation letter.

.334 It is important to tailor the representation letter to include additional
appropriate representations from management relating to matters specific to
the entity's business or industry. The auditor may consider it useful to obtain
written representations concerning specific revenue recognition issues, such as
the terms and conditions of

r
r
r

unusual or complex criteria included in contracts with customers.
unusual or complex situations that qualify promised goods and
services as distinct and therefore as separate performance obligations.
significant estimates and assumptions used in determining
amounts of variable consideration, including the constraint.

.335 Management may be tempted to rely on various assumptions and for
auditors to accept representations in lieu of the required evidential support for
the financial amounts and disclosures when audit deadlines approach. Timely
discussions about the nature and extent of evidence that might be requested to
support management amounts and disclosures may mitigate this foreseeable
situation.

Independence
.336 Auditors should be mindful of the revised AICPA Code of Professional
Conduct and, in particular, the "Scope and Applicability of Nonattest Services"
interpretation under the "Independence Rule" (AICPA, Professional Standards,
ET sec. 1.295.010) that explicitly defines financial statement presentation, cash
to accrual conversions, and performing reconciliations as nonattest services.
These services are assessed alone and in combination with other services when
assessing overall auditor independence. The risk associated with failure to
maintain independence can have serious consequences for auditors.
.337 Over the years, many clients have looked to their auditors to directly
assist them in understanding and complying with new accounting standards,
such as FASB ASC 606. However, few previously issued accounting standards
have had the effect of introducing sweeping potential changes as FASB ASC
606 has. FASB ASC 606 challenges auditors and entities alike to look retrospectively and prospectively on the effects that these potential changes may bring
to this critical financial statement area. Being mindful of the need to maintain
independence when having conversations with management regarding FASB
ASC 606 may avoid issues that could be troublesome for the auditor and the
audited entity. However, both management and the auditor can benefit from
understanding the process and the needs of the other party as early in the
process as possible so that the entity's efforts create an efficient and auditable
trail of evidence.
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Consultation
.338 Advance consultation on the approach management may use, for the
first year of implementation and beyond, to comply with the recognition and
disclosure requirements to recognize revenue is beneficial. Issues for discussion
might include the following:

r
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Evidence of the accuracy of the data used in management's analysis
The approach or model used to develop the first year amounts and
disclosures
Controls in place over the process of developing the first-year
disclosures
Controls to be in place to ensure proper revenue recognition going
forward
Consideration of any third-party consulting guidance provided to
management
Selection and evaluation of any management assumptions underlying the analysis and the evidence supporting those assumptions.
AU-C section 540 may apply to the historical data analysis as well
as to the periodic recognition of revenue.
Important management representations likely to be required

.339 These topical discussions between the auditor and the entity can
be helpful in early identification of complex issues that could arise as the
implementation date of FASB ASC 606 draws closer. For example, if the data
used to develop the initial transition balances or disclosures is not readily
available for use in a convenient form or has not been tested for, among other
things, completeness and accuracy, the entire analysis may need to be tested
before it can be used. Timely consideration of this issue can avoid such issues.
.340 An engagement performed by the independent auditor to directly
convert or restate the treatment of past and current revenues in the period
of transition may raise independence concerns. Thus, care is needed to define
an auditor's role in resolving these management issues or performing any of
the related analyses. Auditors may wish to articulate why independence is not
impaired by any service related to revenue recognition.

Situations Where Auditors Can Assist During Transition
.341 Provided management accepts responsibility and has the skills,
knowledge, and experience to transition to and comply with the new revenue
recognition standard, auditors operating under GAAS may be able to assist
management with the transition. The auditor will typically document the basis of the assessment of the skills, knowledge, and experience of management
in such cases. The auditor's assessment of these characteristics may be important in supporting the acceptability of his or her role. In the audit of a public
company, the auditor's role may be even more restricted.
.342 The "Scope and Applicability of Nonattest Services" interpretation
(ET sec. 1.295.010) became effective December 15, 2014. It is important to be
alert for possible AICPA guidance or interpretations that may be issued to
help clarify the principles of the application of the "Scope and Applicability of
Nonattest Services" interpretation (ET sec. 1.295.010).
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.343 Auditors may wish to contemporaneously document any procedures
performed in the assessment of management's skills, knowledge, and experience when management accepts responsibility for the work performed. AU-C
section 230, Audit Documentation (AICPA, Professional Standards), provides
broad guidance on documentation issues. Although the "Scope and Applicability of Nonattest Services" interpretation (ET sec. 1.295.010) does not identify
unique documentation requirements, under Government Auditing Standards
and some state auditing guidelines, a failure to document an activity creates a
presumption that the activity was not performed.
.344 It may be practical for some entities to engage a third party (for
example, a consultant or other CPA firm) to assist them in making the required
conversions in order to apply the provisions of FASB ASC 606. However, the
engagement of third parties does not reduce management's responsibility for
the transition or the auditor's responsibility to obtain sufficient appropriate
audit evidence regarding the presented financial information and disclosures.
.345 Public entities and auditors of public entities should consider the
independence rules of the SEC and PCAOB before performing any services
related to revenue and compliance with FASB ASC 606.

Disclosures
.346 When evaluating whether the financial statements include the required disclosures that contain the information necessary for the fair presentation of the financial statements, auditors may consider evidence related to

r
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management's process and controls over collecting any data
needed for the disclosures in transition.
a complete disclosure checklist prepared by management.
an evaluation of the design effectiveness of the entity's financial
statement close process, including the financial reporting controls
over disclosures.

.347 The evaluation of the disclosures may also include an evaluation of
the uncorrected misstatements and the potential impact of those uncorrected
misstatements on the required disclosures. The auditor may evaluate the impact of omitted or incomplete disclosures using qualitative considerations based
on the nature of the transaction required to be disclosed. Disclosures addressing
related-party transactions may require an evaluation based on the qualitative
considerations of the transaction with the related party and the nature of the
disclosures.

Smaller Entities
.348 FASB ASC 606 is a principles-based standard that applies to all entities, without regard to industry or entity size. That said, smaller entities may
have simpler business models or more standard contracts compared to larger,
more complex entities, making the transition and future accounting simpler.
Smaller entities with fewer resources and more complex revenue recognition
accounting issues, however, may need more outside consulting assistance to
make the transition to FASB ASC 606. Academic resources, other accounting firms, and independent consultants may provide the needed assistance to
smaller entities in accordance with independence rules. Smaller entities should
exercise care in the selection of consulting resources to ensure competence, objectivity, and the use of methods that will support auditor efforts to obtain
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evidence of fair presentation of the financial results, including the required
disclosures.

Audit Documentation
.349 Because revenue is a significant account in most financial statements, a benchmark from which relationships with other accounts are often
made, and a presumed fraud risk, it receives considerable attention in the audit and review process. As such, documentation of the procedures performed,
evidence examined, and conclusions reached regarding revenue amounts and
disclosures is important, as described in paragraph .08 of AU-C section 230.
.350 In light of the potential magnitude of change introduced by FASB
ASC 606, extra care in the documentation of the audit procedures and evidence
supporting the revenue opening balances and initial required disclosures is
warranted.
.351 AU-C section 230 is a principles-based auditing standard that applies
to auditing procedures in all audit areas. The absence of specific audit documentation requirements in any part of an auditing standard simply means that
the general documentation principles are expected to be applied. Some specific
documentation requirements accompany selected auditing standards. Failure
to document a procedure performed may lead to a presumption that the procedure was not performed. Under Government Auditing Standards and some
state rules, failure to document a procedure leads to a rebuttable presumption
that the procedure was not performed. Under AU-C section 230, an auditor can
clarify or explain documentation, but an oral assertion regarding performance
falls short of the documentation requirements, as described in paragraph .A7
of AU-C section 230.
.352 Revenue recognition is a presumed fraud risk and significant risk
area, as noted in paragraph .27 of AU-C section 240. The presence of fraud risk
factors increases the expectation that the fraud risk presumption will likely
apply. When the presumption does not apply, such as when revenue recognition
is simple, audit documentation may be used to explain the reasoning behind
the exception to the presumption, as described in paragraph .46 of AU-C section
240.
.353 If, in the process of auditing revenues or disclosures, inconsistencies between sources of evidence arise, the auditor should document how the
inconsistency was addressed, as required in paragraph .12 of AU-C section 230.
.354 Other auditing procedures involving revenue may be related through
contemporaneous direct linkages or cross references to the revenue section of
the work papers to clarify their value in auditing revenue. For example, as
described in paragraph .22 of AU-C section 240, revenue-related analytical
procedures should be performed to detect risks of error or fraud. Such procedures might include comparisons to production capacity, a comparison of sales
to shipments, and a monthly trend line of sales and returns to detect fictitious
sales or side agreements that would preclude revenue recognition, as described
in paragraph .A26 of AU-C section 240. Paragraphs .A57–.A58 of AU-C section
240 explain that uncharacteristic sales patterns at year end can indicate misstated revenue, whether caused by error or fraud. Additional audit procedures
that might be applicable to revenue are noted in appendix B of AU-C section
240.
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.355 Experience has shown that documentation deficiencies identified in
peer reviews and inspections are common. Building excellent working practices for contemporaneous documentation and extensive cross references of
risks, procedures addressing those risks, and conclusions can avoid many of
these noted issues. Careful internal reviews can also contribute to reducing
the source of these deficiencies. Such linkages have been shown to be difficult
to reconstruct in periods after the audit is complete and time has passed.

On the Horizon
.356 Auditors and accountants should keep abreast of accounting developments and upcoming guidance that may affect their engagements. Remember
that exposure drafts are nonauthoritative and cannot be used as a basis for
changing existing standards.
.357 In May 2016, FASB issued a proposed ASU, Technical Corrections
and Improvements to Update No. 2014-09, Revenue from Contracts with Customers (Topic 606), that affects narrow aspects of the guidance in FASB ASU
No. 2014-09, including, but not limited to, guidance on
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preproduction costs related to long-term supply arrangements,
impairment testing,
provisions for losses on construction-type and production-type
contracts, and
disclosure of remaining performance obligations.

Comments on this proposed ASU are due July 2, 2016. Information on, and
copies of, outstanding exposure drafts may be obtained from the various
standard-setters' websites. These websites contain in-depth information about
proposed standards and other projects in the pipeline. Many more accounting
and auditing projects exist in addition to those discussed here. Readers should
refer to the Audit Risk Alert General Accounting and Auditing Developments—
2016/17 for further information. You can find product numbers and ordering
information in the "Resource Central" section of this alert.

Resource Central
.358 The following are various resources that practitioners and accounting
professionals may find beneficial.

Publications
.359 Practitioners and accounting professionals may find the following
publications useful. Choose the format best for you—print, eBook, or online.
Although the most current editions available at the date of writing of this alert
are subsequently identified, you will want the newest edition available at the
time of purchase:

r
r

Audit Guide Assessing and Responding to Audit Risk in a Financial Statement Audit (2014) (product no. AAGARR14P [paperback], AAGARR14E [eBook], or WRA-XX [online])
Alert Understanding Revenue Recognition: Changes to U.S. GAAP
(2014) (product no. ARAREV14P [paperback], ARAREV14E
[eBook], or ARAREVO [online])
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Internal Control—Integrated Framework: Executive Summary,
Framework and Appendices, and Illustrative Tools for Assessing Effectiveness of a System of Internal Control (3 volume set)
(product no. 990025P [paperback], 990025E [eBook], ACOSO2O
[online])
U.S. GAAP Financial Statements—Best Practices in Presentation
and Disclosure (formerly Accounting Trends & Techniques) (product no. ATTATT15P [paperback] or ABPPDO [online])
Audit and Accounting Manual (2015) (product no. AAMAAM15P
[paperback] or WAM-XX [online])

In addition to these existing publications, a new AICPA Audit and Accounting
Guide on revenue recognition will be available in 2017.

Continuing Professional Education
.360 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs working in public practice and industry, including the following:
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Interpreting the New Revenue Recognition Standard: What All
CPAs Need to Know (product no. 746251 [text] or 158061 [OnDemand]). This course gives you an in-depth understanding of
the new framework, tips for avoiding common traps, and best
practices for successful implementation.
Revenue Recognition: Mastering the New FASB Requirements
(product no. 746320 [text] or 164240 [On-Demand]). This course
provides you with an in-depth understanding of the framework
for revenue recognition built around the core principles that are
applied in a five-step process.
Annual Accounting and Auditing Workshop (product no. 736191
[text] or 187199 [DVD/manual]). Whether you are in industry or
public practice, this course keeps you current and informed and
shows you how to apply the most recent standards.
Internal Control and COSO Essentials for Financial Managers,
Accountants, and Auditors (product no. 731907 [text] or 159823
[On-Demand]). This course will provide you with a solid understanding of systems and control documentation at the significant
process level.
FASB Review for Business and Industry (product no. 730571
[text] or 163970 [On-Demand]). Comprehensive coverage of recent
FASB and IASB pronouncements geared to the specific interests
of the CPA in corporate management.

Visit www.AICPAStore.com for a complete list of CPE courses.

Online CPE
.361 CPExpress, offered exclusively through AICPA Store, is the AICPA's
flagship online learning product. Divided into 1-credit and 2-credit courses
that are available 24 hours a day, 7 days a week, CPExpress offers hundreds
of hours of learning in a wide variety of topics. Subscriptions are available at
www.AICPAStore.com/AST/AICPA CPA2BIZ Pages/C2BOnlineSubscriptions
Page/Section2/PRDOVR∼PC-BYF-XX/PC-BYF-XX.jsp (product no. BYT-XX).
Some topics of special interest may include the following:
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Accounting and Auditing Update
Small Business Accounting and Auditing Update
Revenue Recognition
Fraud and the Financial Statement Audit

.362 To register for individual courses or to learn more, visit www
.AICPAStore.com.

Webcasts
.363 Stay plugged in to what is happening and earn CPE credit right
from your desktop. AICPA webcasts are high-quality CPE programs that
bring you the latest topics from the profession's leading experts. Broadcast
live, they allow you to interact with the presenters and join in the discussion. If you cannot make the live event, each webcast is archived and available for viewing. For additional details on available webcasts, please visit
www.AICPAStore.com/AST/AICPA CPA2BIZ Browse/Store/Webcasts.jsp.

Member Service Center
.364 AICPA Member Service is committed to serving both members and
customers of the AICPA who need assistance with membership, products, services, and activities. If you can't find what you are looking for, or have a question
that can't be answered by the information on one of our websites, please call
Member Service at 888.777.7077, Monday through Friday, 9 a.m. to 6 p.m. ET;
or send an email to service@aicpa.org.

Hotlines
Accounting and Auditing Technical Hotline
.365 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the
AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research
your question and call you back with the answer. The hotline is available
from 9 a.m. to 8 p.m. ET on weekdays. You can reach the Technical Hotline at 877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline/
Pages/TechnicalHotline.aspx.
.366 Members can also email questions to aahotline@aicpa.org. Additionally, members can submit questions by completing a technical inquiry form
found on the same website.

Ethics Hotline
.367 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 (select 6 on your phone's keypad, followed by 1) or by email at
ethics@aicpa.org.

Center for Plain English Accounting
.368 The Center for Plain English Accounting (CPEA) is a new service available to PCPS member firms. It provides expertise and resources
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in a straightforward and clear style. Written responses to technical inquiries, webcasts on hot topics, and monthly A&A reports and alerts help
practitioners understand and implement the authoritative professional literature when they are auditing, reviewing, preparing, and compiling financial statements. To join the CPEA and take advantage of these valuable resources, visit the CPEA website at www.aicpa.org/InterestAreas/CenterFor
PlainEnglishAccounting/Pages/CPEA.aspx.

AICPA Online Professional Library: Accounting and Auditing Literature
.369 The AICPA has created your core accounting and auditing library
online. The AICPA Online Professional Library is now customizable to suit
your preferences or your firm's needs. You can sign up for access to the entire
library. Get access—anytime, anywhere—to FASB ASC, the AICPA's latest
Professional Standards, Technical Questions and Answers, Audit and Accounting Guides, Audit Risk Alerts, Accounting Trends and Techniques, and more.
To subscribe to this essential online service for accounting professionals, visit
www.AICPAStore.com.

Financial Reporting Center of AICPA.org
.370 CPAs face unprecedented changes in financial reporting. As such,
the AICPA has created the Financial Reporting Center to support you in the
execution of high-quality financial reporting. This center provides exclusive
member-only resources for the entire financial reporting process and can be
accessed at www.aicpa.org/frc.
.371 The Financial Reporting Center provides timely and relevant news,
guidance, and examples supporting the financial reporting process. You will
find resources for accounting, preparing financial statements, and performing
various types of engagements, including compilation and review, audit and
attest, and assurance and advisory.
.372 For example, the Financial Reporting Center offers a dedicated
section to revenue recognition. For the latest resources available to help you
implement the forthcoming changes on revenue recognition, visit the Revenue
Recognition page at www.aicpa.org/INTERESTAREAS/FRC/ACCOUNTING
FINANCIALREPORTING/REVENUERECOGNITION/Pages/Revenue
Recognition.aspx.

Industry Websites
.373 The Internet covers a vast amount of information that may be valuable to auditors, including current industry trends and developments. Some of
the more relevant sites for auditors include those shown in the following table:
Website Name
AICPA
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Content
Summaries of recent
auditing and other
professional standards,
as well as other AICPA
activities

Website
www.aicpa.org
www.AICPAStore.com
www.ifrs.com
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Website Name

Content

AICPA Financial
Reporting Executive
Committee (formerly
known as the
Accounting Standards
Executive Committee)

Summaries of recently
issued guides,
whitepapers, and
technical questions and
answers containing
financial, accounting, and
reporting
recommendations, among
other things

www.aicpa.org/
InterestAreas/FRC/
AccountingFinancial
Reporting/Pages/
FinREC.aspx

AICPA Accounting
and Review Services
Committee

Summaries of review and
compilation standards
and interpretations

www.aicpa.org/
research/standards/
compilationreview/
arsc/pages/arsc.aspx

Committee of
Sponsoring
Organizations of the
Treadway Commission

Information about the
committee and the
internal control
framework developed by
the committee

www.coso.org

Moody's Analytics

Source for analyses, data,
forecasts, and
information on the U.S.
and world economies

www.economy.com

The Federal Reserve
Board

Source of key interest
rates

www.federalreserve
.gov

Financial Accounting
Standards Board
(FASB)

Summaries of recent
accounting
pronouncements and
other FASB activities

www.fasb.org

International
Accounting Standards
Board

Summaries of
International Financial
Reporting Standards and
International Accounting
Standards

www.iasb.org

Website

International Auditing Summaries of
and Assurance
International Standards
Standards Board
on Auditing

www.iaasb.org

International
Federation of
Accountants

www.ifac.org

Information on
standard-setting
activities in the
international arena
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Website Name

Content

Website

Private Company
Council

Information on the
initiative to further
improve FASB's
standards-setting process
by considering the needs
of private entities and
constituents of financial
reporting

www.accounting
foundation.org/
jsp/Foundation/Page/
FAFSectionPage&
cid=1176158985794

PCAOB

Information on
accounting and auditing
activities of the PCAOB
and other matters

www.pcaob.org

SEC

Information on current
SEC rulemaking and the
Electronic Data
Gathering, Analysis, and
Retrieval database

www.sec.gov

USA.gov

Portal through which all
government agencies can
be accessed

www.usa.gov
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